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ECON 12 TEXT
UNIT 11 CHAPTER 8

INTRODUCTION TO UNIT 11

1. Introduction

Basically, the U.S. is a market economy--an economy where most

production is organized by private businesses which hire the people

to work and sell products to other businesses or to the peopie and

where the distribution of output occurs through voluntary exchange o.

goods and services for money by families, businesses, and government

agencies. Since people organize private businesses in order to earn

profit from their investment and since consumers are not compelled

to buy what is produced, the businesses can only succeed if the/ pro-

duce what pecple are willing to buy. This, then, is a market economy,

a system in which most economic decisions are made and most economic

activity is coordinated through a network of markets, each of which

brings together buyers and sellers of a particular good or service.

In this unit, you will study the structure and performance of

the U.S. market system. You will study how market competition between

buyers and sellers affects resource allocation--what is produced, how

goods and services are produced, how they are distributed an° how mJch

is produced in total. Our major objective in this unit Is to help you

learn enough about the structure of the U.S. market system to permit

you to understand and evaluate the performance of the system in satis-

fying the desires and aspirations of the American people.
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I. The Structure of the American Economy

By the structure of our economy we mean The millions of economic

organizations--businesses, government agencies, households, labor

unions, trade associations, etc.and the network of markets and other

exchanges which hold them together. We will describe the structure

by looking at the kinds of organizations which exist, how they are

organized into markets, what they do, and how efficiently they perform.

As a very general introduction the next few pages give a broad impres-

sion of U.S. market structure by describing the major industry sectors

of the economy, the change in relative importance of these sectors

over the past forty years, the importance of large and small enterprise,

and the effects of market organization on income distribution.

Industry Sectors

This section describes the different industries which generate

our Gross National Product. We will compare the relative size of

each sector in 1967 with the relative size of the sector in 1929, the

last year of prosperity before the Groat Depression and one of the

early years for which this type of data Is available, The comparisons

will give you a picture of the industrial composition of our market

system and of how the structure of the economy has changed as the eco-

nomy has developed through the years. Tho data will give you some in-

sights into the path and causes of economic development In our country

an.;, hopefully, this insight will deepen as you complete this unit.

In the statistics which follow, production is divided into three

broad industry sectors:
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goods - manufacturing, agriculture, mining and extraction industries
services - private and public services
construction - public and private industrial or commercial building

and private dwellings

These broad sectors are further subdivided into ten major industry

divisions:

agriculture, forestry, fisheries
mining
constru,:tion

manufacturing
transportation
communication and public utilities
wholesale and retail trade
finance, insurance and real estate
government end government services
foreign trade

Diagram No. I shows how GNP is generated when we divide up the

economy into four major sectors: durable goods, non-durable goods,

services, and construction. The major changes which are noticeable

here are the rising importance of durable as opposed to non-durable

goods, and the drop in construction. There is a slight increase in

the relative importance of services.

Diagram No. 1

Percentage of U.S. Gross National Product Generated by Goods,
Services, and Cons+ruction Sectors, 1929 and 1967. (GNP in Billions

of_dollars)
Source: Economic Report of the President, 1968, U.S. bOV I.
Printing Office, Washington D.C., 1968, p. 215.

1929

Bil.dollars %of total

1967

Total GNP $203.6 100 $669.2 100

Nondurable Goods 70.4 34.6 211.0 3175

Durable Goods 33.6 16.5 150.5 22.5

Services 69.3 34.0 245.6 36.7

Construction 30.3 14.9 62.1 9.3
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Diagram No. 2 shows the relative importance of the various

categories of expenditures in generating GNP. The most startling change

is the rise in the relative importance of government, especially the

rise of the military establishment. In 1929 federal civil and military

spending was only 1.7 percent of GNP, and in 1967 military spending

alone was 8.9 percent. The rise in the importance of civil government

on all levels has been much less spectacular. Federal civil expenditures

have probably not increased more than 1.25 percent of GNP, and state

and local expenditures have increased .5 percent of GNP. Still, this

small percentage Increase has meant a doubling in the relative cost of

federal civil government.

In all of these instances, the citizen has exchanged a relative

decrease in the amount spent on private consumption in return for

increased government services.

Diagram No.2

U.S. Gross National Product by Category
of Expenditure, 1929-1967

Source: Economic Report of. the President, 1968, pp. 210-11

1929 1967
Billions
1958$

1:illionc
GNP i 1958$ GNP

Total 203.6 00.01 669.2 100.0
Personal Consumption
Non-durable goods
Durable goods
Sacuicas

139.6 68.6, 429.9 64.2
69.3
16.3
54.0

34.1

8.0
26.

192.8
72.1

64-9

28.8
10.8

moss "rivate nvestment
Non-Residential
Buildings
Capital equipment

- is I .1 : I go

6.9 18.. '2.1 .

13.9

12.6

10.4

6.8*

6.2
21.8
51.2
19.2

3,.3

7.6
2.9.

Government
Federal Government
Civil

Military
State & Local Gov.

22.0 10.9 (58.6 20./
3.5 1.7JJ

I

9.2

74.0
14.2

59.8
64.6

11.1

2.1

8.9
9.718.5
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Diagram No. 3 shows that general production patterns have re-

mained fairly stable. This diagram shows how the major sectors gener-

ate GNP. The government sector is much smaller in this breakdown

because it does not include any purchases of goods and services. It

shows only the money paid to federal, state, and local military and

civilian employees.

Except for non-farm business, which had a relative increase of

only 4.3 percent, there have been significant shifts in the relative

importance of the major economic sectors. There were decreases in

farming (60.0 percent), households (36.0 percent), and foreign trade

(14.0 percent). Each of these declines was offset by the 42.0 percent

increase in the relative importance of government.

Diagram No. 3

Percentage of U.S. Gross National Product Generated by Major Economic
Sectors, 1929-1967.

Source: Economic Report of the President, 1968, p. 219.

1929 1967

Billions
1958$

.

GNP
Billions
1958$

.

GNP

Total 203.6 100 659.2 100

Non-Farm Business 165.1 81.1. 566.5 84.6

Farm 17.0 8., 24.1 3.7

Households 7.4 3. 15.3 2.3

Foreign Trade 1.4 4.3 .6

Government 12.7 6.. 59.1 8.8
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The data for the generation of GNP by major industries is only

available for the period since 1947. Diagram No. 4 shows the shifts

in the relative importance of major industries in the last 20 years.

There has been considerable stability in industry patterns. Except

for agriculture, which declined 38 percent, no industry changed as

much as 15 percent and half of them changed less than 10 percent.

Diagram No. 4

Percentage of U.S. Gross National Product Generated by Major Industries,
1947 and 1966.

Source: Economic Report of the President, 1968, p. 220.

1947 1966

Billions
1958$

%

GNP
Billions
1958$

%

GNP

Total 309.9 100.0 652.6 100.0

Manufacturing 91.8 29.6 206.4 31.6

Durable goods 52.3 16.9 125.4 19.2

Non-durable goods 39.4 12.7 80.9 12.4

Wholesale 1 Retail Trade 52.7 17.0 111.0 17.0

Finance and Insurance 35.6 11.5 85.9 13.2

Services 30.6 9.9 59.6 9.2

Transportation, utilities 29.6 9.5 63.3 9.7

Agriculture 17.9 5.8 23.7 3.6

Construction 12.9 4.1 24.1 3.7

flovernment 32.4 10.4' 62.2 9.5

All other 6.7 2.2 16.2 2.5
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Distribution of the Labor Force among Sectors of the Economy. The

changes in the relative importance of the various industry sectors are

also reflected in the distribution of the labor force. The next two

diagrams show how the labor force has been distributed among industry

sectbrs,and industry divisions. Diagram 5 shows that the most dramatic

change in labor force distribution since 1929 has been the decline in

agricultural 'employment: The movement has been from toe farfo, and from

self-employment, into wage and salaried employment in business, civil

service, and the armed services.

Percenlage Distribution

Millions
1929

Diagram No. 5

of the U.S. Libor

Millions
%

Force by

1967

Sectors, 1929-1967

%

Total 49.4 100 81.5 100

Civilian
Non-Ag. 37.2 75.2 71.8 88.1

Agricul. 10.5 21.2 3.5 4.3
Unemp. 1.6 3.1 2.7 3.3

Armed Forces .3 .5 35 4.3

Source: Economic Report of the President, 1968, pp, 234-5.
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The changing distribution of wage and salaried employment in

business and civil service is given in Diagram 6. This diagram shows

the distribution of manpower among non-agricultural sectors. The

largest changes in distribution among these industry divisions have

been the drop in transportation and utilities employment and the

increase in government employment. Manufacturing and mining and con-

struction declined somewhat, while employment in services and C.:ommerce

rose.)

Diagram No. 6

Percentage Distribution of the U.S. Non-Farm Labor Force Among
Industry Divisions, 1929-1967.

Source: The Economic Report of the President,

100

1968, pp.

Millions

240-4..

Total

Millions
1929 1967
31.3 67.1

Mfg. 10 7 34.1 19.5 29.0
Wholesale 8
Retail Trade 6 1 19.5 13.9 20.7
Transportation
and pub. utilities. . . 3.9 12.5 4.3 6.4
Services 3 4 11.0 10.3 15.4
Government 3 I 9.8 11.9 17.7
Construction 1 5 4.8 3.4 5.0
Mining

1 I 3.5 .6 .9
Finance and
Real Estate

I 5 4.8 3.3 4.9
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To summarize, we can say that the trends away from agricultural

production, the relative stability in manufacturing production as a

proportion of GNP, the rising importance of service industries des-

cribe the continuing development of the U.S. into a balanced, indus-

trialized, and generally affluent economy. Less developed economies

would show a much larger percentage of GNP produced in the agricul-

ture or extractive sectors of the economy, and a much smaller per-

centage of GNP generated in the manufacturing and service industries.

The growth in the government sector of our economy indicates the

effect of war and fear of war, and to a lesser extent, an increasing

demand for public services, primarily financed through state and local

taxation.

Corporations and the Economy

The foregoing diagrams show the relative importance of the various

sectors of our economy and the divsions within the sectors, but they

give no indication of how production in these sectors and divisions is

organized. Here, the most significant characteristic is the importance

of technology to increase productivity. Although most American busines-

ses are small, the economy is dominated by enormous concentrations of

power in the federal and state gove-nments, in the large corporations,

and in the large labor unions. There are about 12,000,000 business

firms in the United St.tes, but 500,000 of the largest of th,:m (corpor-

ations) do 75 percent of all the business in the Country. Of these

5C3,000 corporations, the top 500 produce almost half of all the goods

and services we consume each year; tie top 50 of these corporate

giants produce almost one-fourth of all goods and services; and the top 10
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of them produce more than one-eighth of all goods and services. When

lo these 500 giant industrial corporations we add the 50 largest cor-

porations in banking, life insurance, merchandising, transportation,

and public utilities, the total 750 corporations produce more than the

economy of any country other than the United States.

If we exclude the 100 largest banking and life insurance corpora-

tions, the remaining 650 largest non-financial corporations are the

power base of organized labor. Approximately 30 percent.of the 70

million non-agricultural workers are organized. Of the 20 million or

so union members, over one-third of them are among the 16 million

employees of the 650 largest non-financial corporations. These unions

include such giants as the 1.5 million member United Autoworkers, and

the Steelworkers, Machinists, and Electricworkers, each with nearly a

million members.

Because of these power concentrations, some economists describe

our economy in terms of the relationships which exist between the large

corporations, the large unions, and the federal government. These eco-

nomists assert that these three dominant elements in our economy -large

corporations, unions, and government--do not compete through market

exchanges, but instead they make bargaining agreements among themselves,

or they unilaterally decide, about products, supply, and prices. If

this is true, it means that such decisions are relatively free from market

competition, that consumer demand does not determine supply of output

of the products of these large corporations,
or pricosA except in the long-run. The complex technolOgy of modern

industry is the major reason cited for this breakdown of the market

mechanism. Highly complicated products requiring years for research,



development, and production cannot be produced without careful planning

and reasonable certainty as to factor supply and prices, and probable

consumer demand and prices. An uncontrolled market cannot offer such

reasonable certainty and thus non-market agreements are made which

insure the rational oasis of industry upon which long-term planning

depends.

Despite the presence of huge corporations, government agencies,

and unions, there are many industries which are highly competitive;

they are composed of a large number of small businesses competing with

each other to supply buyers. These are the eleven and a half million

firms which produce 25 percent of the nation's output. In fact, even

the 500,000 largest firms include mainly relatively small firms. Pro-

fessor Richard Caves of Harvard estimates that perhaps half of American

manufacturing output is produced in fairly competitive industries, half

is produced in industries dominated by a small number of businesses

which supply most of the buyers in that market. In other sectors of

the economy it is harder tc' estimate the importance of large businesses.

non-manufacturing
TheseAsectors show considerable variety in the amount of competition,

but markets with few sellers are common in these sectors as well.

Household Sectors and the Distribution of Income

Our economy is more than the industries which employ people and

generate the goods and services which these same people consume. The

(Richard Caves, American Industry: Structure, Conduct, and Per-
formance. Prentice Hall, Englewood Cliffs, New Jersey, 1964. pp. 11-15.
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purpose of production and distribution is to satisfy human wants. To

describe the structure of our economy we must describe how the benefits

of efficient production are distributed among the families which make

up our society.

Table I below shows the percentage of all families in the United

States in 1965 which earned an income within the income class described

in column I. Column 3 shows the percentage of all families which

earned an income in this class plus all lower classes. The median in-

come in 1965 of$6,882 means that half of the families earned an income

less than $6,882 and half of the families earned more than $6,882.

Table I

The Distribution of Family Income by Family Units, 1965*

Income Class

Percentage of
All Families
in this Class

Percentage of All
Families in this
Class and Lower
Classes

Under $3,000 16% 16%

$3,000 to $4,999 16 32

$5,000 to $6,999 19 51

$7,000 to 19,999 24 75

$10,000 to $14,999 17 92

$15,000 and over 8 8

TOTAL 100% 100%

Median Income $6,882

*The census defini-iion of family excludes single persons not living
in families.

SOURCE: Bureau of the Census, Current Population Reports, Series P-60,
No. 51, January 12, 1967, pp. I and 2.
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The table shows that in 1965 seventeen percent of U.S. families earned

less than $3,000, an Income which is low enough to consider the families

in poverty. Seventy-five percent of the families earned less than

$10,000. Although this might seem like a handsome income by some stan-

dards, by our own standards it is not. Recently the U.S. Department of

Labor published a budget estimating the cost of maintaining a city family

at an average and acceptable standard of living. In 1941, the budget

estimate for a family of four for the whole country was $9,200.
1

Although these statistics are susceptible to different types of

interpretations, it shou-hlrbe clear that income and, therefore the

benefits from our efficient economy, are unevenly distributed among the

families living here. Later, chapters 16 and 17 describe in greater

detail U.S. income distribution, the trends in income distribution since

the beginning of the century, and the extent of poverty. Here it is

only necessary to point out that poverty occurs more often among some

groups than others. For instance, in 1965, the median income for white

families was $7,170 while the median income for non-white families was

$3,971.
2

In that year, eighty-nine percent of families headed by a

woman earned a family income less than $5,000 per year while only forty

percent of families headed by a man earned less than $5,000 per year.
3

I

A description of this budget and its components is given in a
reading for Unit 11, Lesson 10. See page 458 for more details on the
City Worker's Family Budget.

2
U.S. Department of Commerce, Bureau of the Census, Current Popula-

tion Report , Series P-61/-No. 49, August 10, 1966, p. 2.

3
U.S. Department of Commerce, Bureau of the Census, Current Popula-

tion Report, Series P-60, No. 51, January 12, 1967, p. 32.
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To understand the structure of our economy it is necessary to understand

the way income is distributed and the factors which cause the unequal

distribution of income. We will study these problems in chapters 16

and 17

111. Evaluating the Performance of Our

ELVutriss

The structure of our economy, private and public, small business

and mammoth corporation, rich families and poor, mirrors the social

values of our society. These are the organizations which perform the

basic economic activities and which, thereby, permit us to achieve

or strive'to achieve our economic goals. The extent of economic

progress, stability, freedom, justice, and security in our society-

-the general gains and the extent to which these gains are shared by

the-total population -- depend on the operation of our economic institu-

tions. For example, take the values of erJnomic freedom and security

as they were described in Unit I. Freedom was defined as the freedom

to engage in any economic activity--production, consumption, saving and

investment. Security was cefined as the assurance of steady work or

a steady flow of purchasing power to civizens to permit them to live

above some acceptable minimum standard of living.

Part of economic freedom in a market economy is the freedom of

individuals to own property and to buy and sell that property. This

power of property owners to control buildings, land, productive capital

gives them freedom of choice, but it also permits them to restrict the

economic freedom of others. For example, people who do not own a factory

or a house cannot acquire such property unless they can buy it, and

-20-
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property owners can refuse to sell to certain people. One demand of the

fight by Negro civil rights groups has been to break down discrimina-

tion in renting and sell ing of residential houses through the passage

and enforcement of restricting property owners' freedom To sell or

rent to persons of their own choice. These laws, if enacted and enforced,

wi I I redistribute economic freedom--they wi ! I reduce tile freedom of

white property holders by increasing the choices of minority groups.

Another similar exe..t:le is the fight to end discrimination in

business hiring practices against acial minoritics, wcmen, and ols:;_r

people. Here again, the property owner, or his 3(Jent, can exercise his

freedom of choice in deciding who to hi re for a particular job. But his

exercise of freedom interferes with the job appl icant's right for a just

share of the nation's output. As laws are passed making it illegal for

employers to discriminate against women, N3groes, persons over forty

years or under twenty years old, hiring practices chance, and economic

justice for one groiip is won at the expense of freedom of choice of

property owners.

Thus, what we mean by economic freodom is di rectly related to vine

exercises freedom and is reflected in how business, government, unions,

and households operate. The civil rights and black power mcyements are

altering rad' l I y our raci a ! attitudes and these changes w, I I be re-

flected in changes in the economic stru;t:re of the society -the percen-

tage of income, jobs, and property control led by icgroes.

Likewise, the extent to which people value security and have taken

steps to make people economically secure have affected the structure of

our economy. :Since the Great Depression of the 1930's, the federal
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iovernmeni uevelobec more; ry cnd hove dre-

vented deriow., depresion for 1he post 25 year'.. feneral ory.:

state governments have also established a series of programsunemploy-

ment insurance, social security, medicare, etc.--hicl ir.creose The

financial security of many Americans. However. almost ten million

families, or close to twenty percent of tho total number, ore still liv-

ing in poverty and these are -,he familieu whose m-mixirs exp:rience the

greatest unemployment Lind car .1!conomic insecurity. The U.S. economy

has created both the prosperity tor the m,-;jority rith- poverty crd

insecurity for this large minority. It has also inflnenced our ideas

as to what we most by eCO710MiC securily, ha i tmily needs

in the way of econ.-)mic twricfits in orc'er to L.:: s(:cnrc.

To eliminate paved/ we mus1 find out wh.A- thor-.2 is aL;.-ct the

structure of our marl,et economy and our .,ociai system 'hick creates

poverty, then formulate and carry out policies ;1)ich will clter current

practices and conditions so that the caLzes, or paverty ccn Lj eliminated.

We hope that this unit 'Jill give you lx.'_:w!edg. and skills you

need to study the ways businesses compel: to cre:1- goods and services

as well as jobs anl the economlcs of race and povery, then to relate

this understanding of the structure of f'e hcone.hy goal of our

society. By the Tid of the unii you sha_ld able to real and discuss

some of the major points of view about tic performuh:e of )ur ecoromic

system and to arrive at your own conclusions about rate and direction

of economic developmerr:- in the U.S. On a more po.rsonol lovH, we hope

that your new insights :rito the way our market system op rotas- -its

achievements and shortcomingswill help you understand hrw you fit into
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the system and choose what actions you can take to be effective in

achieving your own goals.

For this purpose this unit takes up the following topics in

this order:

The Characteristics of a Market Economy (Chapter 9)
Price Determination in a Competitive Market (Chapter 10)
The Law of Supply and Lemand (Chapter 11)
Perfect Competition and Perfect Monopoly (Cnapter 12)
The Organization of Imperfectly Competitive Markets (Chapter 13)
Control and Regulation of Competition and Monopoly (Chapter 14)
Income Distribution in the U.S. (Chapter 15)
Poverty in the U.S. (Cnapter 16)

-23-

95



CHAPILR 9

THE CHARACTERISTICS OF A MARKET ECONOMY

Introduction

Our economy is characterized as a market system because it is through market

exchanges that we make allocation decisions--what to produce, how to produce this

output, for whom to produce it and how much to produce in total. To say that

economic decisions are made through market exchange means that when individuals

buy and sell goods and services, each transaction requires the buyer and the seller

to make a choice. Taken together, all of these decisions determine how economic

resources ar3 allocated.

One way to get some initial insight into this process of resource allocation

through market bargaining is to start with your own experience. How do you decide

what to buy and to sell, and how do your decisions affect resource allocation?

When you buy as a consumer you have to know what things are available and how the

alternatives compare in price and quality. For example, the automobile tire

market has prices and qualities ranging from $6.99 retreads to $75 premiums, and

the ladies' shoe market has everything from Karl's brand at $5.99 to Bally's at

$45.

'Once you 'know the prices and qualities of the things you want, you have to

decide how to spend your money. Because you probably want more things than you

have money for, you must decide which of the many things available you will buy.

You have to compare these things with each other in terms of how much satisfaction

they will give you per dollar spent. You probably recognize this process of com-

paring as the calculation of alternative costs. In choosing between items, you are

part of a market and, because sellers react to consumer buying, your decision to buy

helps determine what businesses will produce.
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If you sell something, you also need to know the price and the quality of items

which compete with what you are selling. You probably have had less cxperlenca

selling than buying, but perhaps you've already tried to sell your labor. In look-

ing for a job, you want to know the wages or salary currently paid for each possible

opportunity. This information puts you in a position to sell your own labor at the

best price you can get. Again, in this instance, you are making a decision which

allocates an economic resource (your own labor) and, therefore, you are sharing in

making the what, how, and for whom decisions.

We defined a system in Unit I as an orderly arrangement of parts into a whole

to perform some function. The U.S. ecocomy is a market system because it is made

up of many different markets which, taken together as a whore network of markets,

allocatesresources and distributesoutput to the people. The purpose of this chapter

is to orient you to studying our market system by describing some important features

of a market.economy: (I) the essential role of private property and freedom to

buy and sell; (2) the control which markets exert on individuals in the

economy; (3) the importance of laws in regulating markets and protecting property

rights; (4) a simple way to look at the mechanics of market resource allocation.

II. The Essential Characteristics of A Market Econm

To say that an economy is a market economy means that most economic activity

is coordinated through money exchanges between people who are more or less free to

buy or sell whatever they wish. Two structural charac-

teristics must be present in a market exchange economy. First, production must be

specialized, so that there are different producers of diffurcnt goods and so

that output must be distributed to final consumers. Second, productive resources

and the output of production must be privately owned and the owners must be free to

exchange their property. In a marke- economy, specialized production is organized

and controlled by privately owned businesses which hire people to work for wages or
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salaries. People earn an income by selling their labor or other productive services

to businesses which produce output and sell it to other businesses or to final con-

sumers. Thus, for the system to work, both businesses and members of the labor

force must be free to exchange goods or services for money and they must have some

incentive to do so.

Basic to a market system is the existence and protection of private property

rights and the right to enter into contracts to buy or lease property. Indivi-

duals must have the right to possess private property and to dispose of it by lease

or sale. That is, people must be able to buy and sell land or capital goods (all

factors of production except labor), as well as consumer goods and services. People

must own assets in order to be able to sell them. This right also gives property

owners control over the use of their property.

A necessary part of the freedom to own property or to control one's labor is

the right to enter into a contract to sell or buy, borrow or lend private property

or to buy or sell labor services. People involved in an exchange of assets (a

house for money, for instance) can state the conditions of the sale or lease of

property in a contractual agreement which can be enforced by the courts. Then if

one person refuses to fulfill his contractual obligations, the other person can go

to court to force him to live up to the provisions. Likewise, employees and employers

can erter into contractual agreement about the conditions of employment.

Finally, in a market system people tend to value economic success. The system

creates the opportunity and. therefore, the desire to better oneself by earning

higher incomes and by acquiring more wealth. The system creates monetary incentives.

One can increase one's status by becoming rich; and the ability to enjoy the output

of society depends on the ability to buy. Thus, the driving force which motivates

people to better themselves and to be more productive is the desire to earn a stable

and rising income or to amass wealth through acquiring more and more property.
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To summarize, a market system is characterized by the following: the ability

to on property and to enter into contracts over the use or disposal of private

property; specialized production organized by private business; the ability and

necessity for most people to work for money wages Dr a salary; and people's general

desire to improve their economic welfare by increasing their income or wealth. In

such a society economic decisions about what, how, for whom are made by individual

firms or people acting in their own economic self-interest. Individuals act directly

to allocate resources through their own individual decisions to buy or sell. This

decentralized decision making is a major characteristic of a market economy.

In societies where private property is not an established or important insti-

tution, roarket exchange is not the important mechanism for allocating resources. In

Unit I the readings on the American Indian tribes .described people who lived In self-

sufficient tribes or clans, where exchange existed but was a relatively unimportant

part of distributing output and, in the case of the Tsimshian, where property was

owned by the clan and could not be sold. In Unit IV you will study underdeveloped

economies in India, Nigeria and Brazi), where many of the people live in self-suffi-

cient villages, cut off from most markets and where people are too poor to own

property other than their own personal effects. The Unit IV study of Russia will

illustrate how a government uses central planning to allocate resources In a

country where all capital is socialized.

III. The Market Systom's Control Over Individuals

One of the advantages of a market system is that individuals can decide for

themselves what contribution they will make to production and what they will con-

sume. Although this may seem to give people a great deal of economic freedom,

nevertheless the system controls people by forcing them to work in order to earn

the money so that they can buy the thinps which will satisfy their wants. Further-

more, people must choose an occupation and as a result of the bargaining which takes

place, the 15,000 or so trades and professions in our economy are !;taffed.
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Under the market system this matching of people to jobs occurs because employers

elffr i^hs to qualified apPlicants. I ...hcre arc too many applicants fora job, the

less qUalified applicants must seek work elsewhere. If there are too few applicants,

the employer must attract them from other jobs. The price which the employer is

willing to pay the crnpioyee for his labor is the power which distributes the labor

force. If there are too many applicants for a job, the employer hires only the best

qualified or hires those willing to work for lower wages. Either way, some workers

leave that occupation. If there arc: too few applicants, the employer can attract

workers by raising wages.

Finally, the economy controls individual actions by limiting consumer demands

to what one can afford to buy. In so doing, the market ahocates the goods and ser-

vices produced to those who have purchasing power. It forces everyone to choose

between alternative goods and services to conserve their income. But, in addition,

for those with low earning power, the market system limits their participation in

both production and consumption. A market system distributes output according to

the income earned by people or according to a person's wealth.

IV. Legal Protection of Property Rights. and of the Right to Work

In a market system people's. economic rights to own property, to work for wages

or a salary or to enter into market exchanges must be protected by law or custom.

But these laws also have the effect of regulating economic activities, thereby

restricting one group's rights to protect another's. Most disagreements over govern-

ment economic policy can be traced to disagreements over whose rights the laws

should protect.

It is often claimed that government laws guarantee individuals complete freedom

to own property and to buy and sell labor services and assets is the best guarantee

of efficient allocation of scarce resources. For example, if a qualified worker is

barred from a job because of his color, ,ind has ,to take a job which is below his

skill level, our labor services are not being used efficiently. The same is true if
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an employer, because of laws or union rules, cannot fire an inefficient employee

,L.4.0 "sta.: u efficient 060 in his piace. inefficiencies also arise if an

individual does not have the right to use, and to buy and sell his property in the

most profitable way, or if he cannot do so because the law does not protect him

by enforcing contracts.

These are all examples of the way restrictions on the exchange of labor ser-

vices and assets interfere with efficient resource allocation. Though this generali-

(government restrictions reduce efficiency)
zation is often true,Ajust as often government laws restrict people's rights to

buy and sell in order to increase efficiency. When we examine these kinds of res-

trictions, it becomes obvious that unfettered economic freedom does not necessarily

further the efficient allocation of scarce resources.

For example, child labor might benefit certain employers and parents and, with-

out laws against it, we would still have child labor today. However, restrictions

on child labor increase economic efficiency by keeping children in school where

their work skills are increased. Here one sees the difference between long-run

and short-run calculations of efficiency. In the short-run, a child's labor adds

to total production but,with no time for education, his skills will increase only

slowly. By contrast, the educated child enters productive life with highly developed

skills. The contrast can be made very clear by calculating the lifetime earnings

of an unskilled worker from age 7 to 65, and contrasting them with the lifetime

earnings of an engineer, or doctor, from age 30 to 65.

The law places restrictions on property when the state condemns a man's land

in order to build a freeway, or forces a factory to install costly smog control

or waste water treatment devices. In each instance, the restrictions help the

market system to operaie more efficiently than would be the case without the restric-

tion.

We can conclude that a market system requires that (I) people work for wages

and salaries, (2) individuals or privately owned corporations can own assets,
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(3) workers and property holders can enter into contracts about the use of their

labor or assets. Without these, you can't have markets. However, the government

must protect these rights. The previous paragraphs point out how custom or laws

restrict one's freedom to work, to own property or to enter into contracts. One

object of economic or political analysis is to explore whether or not these restric-

tions promote or detract from efficiency or other goals. The market system func-

tions to support the goals and values of those with market or political power. The

system works under an elaborate and complex set of laws and regulations. If these

laws are to promote an effective market system in a rapidly changing society, then

they must change to reflect the changing needs and goals of the society.

V. Why the Market System Works

One of the most fascinating things about our market system is the fact that it

works. How can the countleSs number of individual buying and selling decisions

be coordinated so that producers supply what people want? Why can you go to an

auto parts store and expect to find a tail light for a 1948 Ford, or Chevrolet, but

not for a 1948 Dodge or Pontiac? Why can you go to a shoe store and expect to

find this year's fashions in 9 1/2 AAA in five different colors but not last year's

fashions in 6 A in basic blue? At any one time, the market system makes millions

of different resources, goods, and services available. At the same time, of course,

millions of other things people want are not available.

The exchanges in our market system determine what is and is not available

because suppliers respond to the demands of buyers and because buyers respond to

what suppliers make available. If enough people want something and are willing to

pay a price high enough so that a supplier can make a profit, that item will be

available. Enough people want 1948 Ford and Chevrolet tail lights to make it pro-

fitable to produce them. The same is not true for 1948 Dodge or Pontiac tail

lights.
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A supplier will also produce an item if he believes that he can induce enough

people to buy it at a price which will make a profit. No one wanted an electric

can opener until someone produced it and put on an advertising campaign which in-

duced people to buy it. Suppliers created the demand for many of the hard goods

we buy today--garbage disposals, color television, rotisseries, etc.

Whether the demand is created by the consumer or the supplier, an item will

only be produced if the supplier can make a profit. If he cannot, the item will

not be available. Ultimately, the supplier knows whether the consumer wants some-

thing by the quantity people are willing to buy and the price they are willing to

pay. Prices are a kind of shorthand. They convey most of the information a

buyer needs to decide how much to buy. The housewife knows how much satisfaction

chuck roast or orange juice will 'give her family and the price permits her to

calculate the alternative cost of buying one thing or another. Similarly, for

sell.irs, the price gives Informaticn about consumer demlnd. Given the price, the

producer of tDasters can decide whether or not it is profitable to increase his out-

but or to continue to make toasters.The price tells the buyer what the seller is

willing to take for the item, and it tells the seller what the buyer is willing to

pay.

The Market System as a Cybernetic System

We still have not described how the market decisions of millions of people

result in the efficient allocation of resources, but the clue to the mystery

was Suggested in the following passage written almost two hundred years ago in

The Wealth of Nations, 'py Adam Smith.

I /
. .every individual necessarily labours to render the annual

revenue of the society.as great as he can. He generally, indeed,
neither intends to promote the publiz.. interest, nor knows how much
he is promoting. . .by directing that industryin such a .manner
as its produce may be of the greatest value, he intends only his own
gain, and he is in this, as in many other cases, led by an invisible
hand to promote an.end which was not part of his intention. Ncr is
it always the worse for the society that it was no part of it. By
pursuing his own interest he frequently promotes that of the society
more effectually than when he really intends to promote it. I have
never known much good done by those who affected to trade for the
public good."
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If each of us would buy as cheaply as possible and sell at the highest price

we could get, we would maximize our income. The magic of the process lies in the

fact that in miximizinq our incomes, we strive to use our own economic resources

efficiently, and, in so doing, cause all economic resources to be used efficiently.

in short, by working to maximize o.r own incomes, we promote an end which no part

of us intended--the most efficient allocation of economic resources.

When all economic resources are used with the greatest efficiency, total

production is maximized. By maximizing total production we create the possibil-

ity of improving the economic welfare of everyone in society. Note that in maxi-

mizing total production, the invisible hand does not insure that each person's

economic well being will be increased.

In modern jargon, Adam Smith was describing the economy as a cybernetic

(sigh-ber-NET-ick) system. A cybernetic system is one which is automatically

self regulating. In the process of carrying out its function, the system gener-

ates information which the system uses to keep itself operating correctly. For

example, a thermostatically controlled heating system is a cybernetic system

which controls the heating of the house to insure that the house maintains a

constant temperature. The guidance system in a missile is a cybernetic system

which controls the missile's.flight path.

Each of us is a cybernetic system, and our bodies contain numerous cyber-

netic systems. Our body temperature maintenance system (very similar to that of

a house) is a good example. The brain maintains a constant temperature of 98.6°

(thermostat). The body has nerves which cPnse change in temperature (thermometer)

and send this information to the brain. If the signal indicates the temperature

is above 98.6°, the brain orders cooling processes to function; if below 98.6°,

the brain orders heating processes to begin. As soon as the body is the right

temperature, the nerves, which sense heat, stop sending signals, and the body is

momentarily in a condition of temperature equilibrium.
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Any cybernetic system has four basic features. First, it performs a func-

tion according to some standard of performance. If the room thermostat is set

to keep the room at 70? then the heating system is set to maintain that standard,

a 70° temperature in the room. Second, the system goes through some process

to satisfy this standard. In the case of the house heating system, the furnace

heats 1-he house. Third, there is a measurement device which generates informa-

tion which it uses to measure the operation of the system. The thermostat

measures the heat of the room. Finally, there is a feedback mechanism by which'

the measurement information is fed back to regulate the process. In the ,eater

example, when the temperature falls below a selected level, the heater turns on.

When the temperature is restored to the selected level, the heater turns off.

We can illustrate this system by use of a flow diagram:

Standard

turn off heater

Process Measurement

Maintain room i
1

temperature
Furnace ! I Thermostat

L._..4
at 70°

i
operates to F.---; measures room

1

temperature

turn on heater

70°

Room
70(4?

<i7oo

yes,

do

nothing

The market system operates like a cybernetic system ccmposed of numerous

cybernetic subsystems (particular markets) which control resource ailocation.

At any given time, people want certain goods and services, and because businesses

operate to make the most possible profit, the system operates to produce what

people went. In fact, each business firm can be considered a cybernetic system

in business to maximize profits. The standard of performance used by the

business is a certain rate of profit. The process is production and sales
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the measurement is the accounting procedures used to determine profits. If pro-

fits are higher than the standard, the firm will continue production and will pro-

bably increase output: if profits are lower than the standard, the firm will reduce

production and if they fall below some minimum standard for a certain period of

time, the firm will either sell out or go iito some other line of production.

Likewise, buyers operate as a cybernetic system. Their purpose is to maximize

satisfaction with a given amount of income. The process they engage in is buying;

the process of consumption creates satisfaction which the consumer measures against

the cost of the things consumed. If prices change, consumers change their buying

decisions to try to net more satisfaction.

When buyers and se!lers are all acting according to some standard of perfor-

mance to maximize -their gain from some exchange, then the market is itself a cyber-

netic system. The com:etifion of buyers and sellers in a market causes the price

of the product to fluctuate to bring about a balance between the amount supplied

and the amount demanded. If prices rise because of an increase in demand, then

more is produced. If prices fall because of a drop in demand, then less is produced.

Thus, the changes in prices cause suppliers to change the amount they produce and

this means a reallocation of resources to conform to consumer demand.

To repeat, because it is important, the whole market system is considered a

cybernated system in which the information is conveyeo by the prices which are placed

on resources, goods, and services. Every individual in the system receives infor-

mation in the form of -)rice, and sends out orders in the form of decisions to buy and

to sell. Thil, changes in prices resulting from these orders to buy and sell produce

new information in the form of new prices, and thus the system has a constant feed-

back of information, In the process of responding to prices by buying or not buying

goods and services, the consumer conveys information to the producer who then changes

his production or his prices and sends this new information to the consumer who
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responds anew. The process is circular and continual. The economy is a social

organization that receives and generates information in the form pf prices and res-

ponds to this information by producing those goods and services that satisfy the wants

of the people making up the society.

Production and consumption are organized in response to market decisions. For

example, if 10,000 male consumers want a new suit and are willing to pay $75,

then Mr. X who owns a clothing factory will make suits in this price range if he

can do so profitably. He will calculate how much he can pay for the capital, raw

material, and labor needed to make the suits.

Mr. X will then respond to the price of money he must borrow (interest), to

the price of the labor he must hire (wages), and to the price of machines he must

buy (cost of capital), and to the prices of the raw materials which go into the

suits. If ho can purchase all the factors of production and still make the suits for

less than $75, he will make them and in so doing respond to a consumer want which

was conveyed to him by the price of suits. The people Mr. X must borrow money

from to buy his capital egtlipment, the people who will sell him raw materials, and

the people who will work for him, all respond to the prices Mr. X offers. Each

link in the want satisfaction chain is made by the market system. Wants are made

known by the consumer's willingness to buy something at a particular price. The

inputs of land, labor, and capital are decided on according to price. Outputs

are ;)riced to sell, anc people buy in response to price. Thus, the what, how,

how much, and for whom decisions are made on the basis of the price of all inputs

of kind, labor and capital, and the outputs of goods and services.

Assessing the Effectiveness of the Market System

Adam Smith was optimistic about the ability of the invisible hand of the

market to automatically allocate resources to maximize economic efficiency and to

satisfy consumer demand. His optimism was based on his analysis o- highly competitiutre
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markets, In th, (-ha- -Le r y0.. ;i!! :00 thot .en there dru many, many sma!I

producers cor)puting to sell their output to many small buyers, market bargaining has

the effects Smith predieed. This is because'sellers must conform to consumor

dc.lierd or go (7) ln addition, they must constantly try to increase

profits by -ift6inn .core efficient production n.3thods or morn satisfying products.

But producers cannot make largr profits for long, because these high profits will

attract competitors wi'o will increase the market supply, thereby forcing down prices

and profits. The result of this competition is that producers try their hardest

to be Lc.f;cier-r- and lo inhovate, bul when they do they a-l-ract new sowootitors whose

competitior %- roes cown aoain. Its a cybernetic systemon agerovating

.florid for producer, but p great one for consumers.

1. -o u..','`, dont like such comOotitive end theft natura:

t.,de-ey is ' try to redur:p r.07.peti-Hon. SOrr() lucky producers can protect their

profil prsiPion kv siep ahead 1-he pock--o'ways beiiq the first so

:rn nh proiits. Compe 't Fcmeti.iles caii escape cumpeti-

tion by il-io i!'iaro-s \i;th coTnpetitors or by buying out competitors. We

; fPr many 1,rocot:cn ineustrios todpv, ir

is i!.-OSH:ThiQ or r..lpy producers because -i-rcs ins-; efficient levol c

0-001-J1-ion 1fl Cj.itiVet\f SM3H nur, of prodl.Icers can supply the

h!- happen.; ollocatir,n -!:,;:n the supply side or

tn,.? 7.-i7J-koc is dominated by one or a small rrimt.--i7 of suppliers.

For ihstae, restrict 7.upply and thus keep the price up. hi addi-

tior, Thr,y ^,', - r1lJ r),. to ir,neyoto to keep or 1.:,3y con sperd money on adver-

tising to moid corisLin,- temand. How pccura,ely does the compeH.ke model describe

our economy? `!ow irony norkets in the U.S. are dominated by big suppliers or buyers?

How does this kind market power affect resource allocation?
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tions we will study in this unit.

The next two chapters go into greater detail to describe Adam Smith's competi-'

tive markets as well as monopoly markets. Then the remaining chapters and readings

in this unit describe actual competitive conditions and provide case studies to

permit you to compare the model markets with real market competition.
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ECON 12 Text
UNIT 11

CHAPTER 10

PRICE DETERMINATION
IN A COMPETITIVE MARKET

The next three chapters elaborate on the generalizations just made

by describing in more detail the cynernetic operation of markets. We

will prove that perfect competition brings about perfect use of scarce
.

resoirces to satisfy existing consumer demand (what people with money

want to buy). We will do this by construct:ng and analyzing a model of

a perfectly competitive market. The model will permit us to explain and

predict how prices and quantity sold are determined in a competitive market

and how changing demand and supply conditions make prices change which in

turn force producers to rake decisions about what, how and how much to

produce. We will then show that perfect monopoly also operates like a

cybernetic system, but that in this case the system automatically allocates

resource: to maximize the monopolist's profits rather than to maximize

consumer satisfacti-7n.

TL3 models developed in these chapters are not physical objects--like

a modei city, or a model airplane whose operation can be tested in a wIrd

tun-c!. Ratner, they are made out of words (which we will convert into

a diagram). More accurately, the first model is made up of a careful

definition of the meaning of a "perfectly competitive" market. This

definition states the attributes of the market--assumptions about what

a perfect market is and rules-about how market participants behave. We

will use this precise definition of a perfectly competitive market to

predict how competition between buyers and sellers will set pride, an.; amount

sold and what happens to make priap,4change. Likewise, the perfect
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monopoly model consists of a definition of the conditions of perfect

monopoly. The models are useful because we can figure out logically

how competition works in these two "perfect" cases. This will permit

us to draw conclusions about the effect of competition and of lack of

competition on resource allocation. Even more important, working with

the model markets gives insights and a method of analysis which is

extremely useful for studying the conduct and performance of real markets

later in this unit.

A word of caution. What we will be doing is fairly easy to follow

as long as you go along with the rules of model building. The analysis is

a ddmonstration, a proof of how competition works under perfect conditions.

For you to be able to follow the reasoning, it is essential to use the

definitions of market, supply, demand, etc. which we introduce. All con-

clusions are drawn from these definitions. If you know them, you should

have no trouble following the reasoning. If you don't, you won't under-

stand why we say that certain things are true. It's like playing any

game. In football, for instance, there are rules of the game and functions

which different players are supposed to serve. You can only understand

the plays if you know the rules.

1. Market Defined

Most people, if asked what a market is, would say that it is a place

where things are bought and sold. If asked to name some markets, they

might think of a supermarket, a produce market or the stock market. Such

answers are not incorrect because the word has been used to mean market

place for centuries. In the history of our own western culture, the market
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and the church have always been the two main centers of social life.

the middle ages, each town had its market square where farmers, taoesmen

and merchants set up stalls and sold their wares. If you were to visit the

old cities and towns of Europe of South America, you would see the central

position of the markets, and very often you might still see them filled

with farmers and tradesmen, as they have been for centuries.

For purposes of the model we develop in this chapter, and in general

in economics, a MARKET is defined as the total nufter of buyers and sellers

of a particular good or service who, by their competitio.4104.rmine the

price and quantity sold of the good or service. There pre twc 0,Pirt

parts of this definition. First, a market is made up of people--all the

buyers and sellers of a particular good or service. Second, by all the

buyers and sellers we mean all those who compete to sell or buy and by this

competition affect the price or the amount exchanged.

Equating a market with a market place, while accurate in earlier

times, is inaccurate today because there is seldom a centralized place of

exchange where all of the buyers and sellers of a commodity gather to

make transactions. Today, in the U.S., there is no market place for most

important markets; however, we can classify markets according to the

geographic extent of the market.

The geographic boundaries of the market depend on the nature of the

product and the location of the people who compete in buying and selling

it. For some goods there is a local market, for some there is a national

market, for some an international market.
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Typical markets in our own economy which seem 4-o have a location are

the stock market, the-commodity markets, wholesale garment markets and

retail markets for the commodities we consume in our households. At first

glance one might think that the New York Stock Exchange, where corporate

stocks are traded, has a definite geographical location. This, however,

is not the case, for, even though all of the transactions are made on the

"floor" of the Exchange, the actual buyers and sellers are spread all over

the world.

The same is true of commodity markets where the staple farm products

and the major industrial raw materials are traded. Buyers and sellers of

wheat, cotton, corn and coffee and of hemp, rubber, copper, cobalt and

castor oil might he any'ihere in the world. Examples of local markets are

markets for such things as fresh food and for personal services; but even

in these examples it is difficult to determine precise geographic bound-

aries, because the price of the product is affeci to some extent by

buyers and tiellers of the product in other local markets for the product.

In order to understand how buyers and sellers in competition establish

prices and quantities sold, we need to examine both supply and demand

separately.

Market Demand

We are about to develop a model of a market which we can use to pre-

dict the effect of market competition between buyers and sellers--how this

competition determines the price and quantity sold. We will start by

dividing the market into a demand side and a supply side of the market. In

the model, market demand has a special meaning and the definition must be

abided by when used in describing the model market.
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Market Demand, A Definition

The demand side of a market is made up of all of the people who want

to buy a commodity at some price. MARKET DEMAND for the commodity is the

relationship between the price of the commodity and the amount which buyers

will buy on a certain day. It summarizes buyer's willingness to buy at

different prices.

Be careful with this definition. Market demand is riot one number

representing the amount bought on a particular day (5000 bushels of wheat

at $2.50 per bushel). It is a relationship between the possible prices

of the commodity and the amount people would buy at each price (if the price is

$1.50 per bushel, buyers would buy 10,000 bushels, if the price is $3.00,

they would buy 4000 bushels, etc.). The existence of this relationship

between price and quantity demanded means that people will , want. fo buy

different amounts at different prices. The quantity demanded by buyers

depends on the price--generally, the higher the price, the less people will

be willing to buy.

Another caution. Demand is not the same as desire. If people will

not pay or cannot pay to buy the item, they are not part of the market.

Their desire cannot be reflected in the price-quantity demand relationship,

because at any price, the amount they will buy is zero. Thus, market demand

means effective demand--the amount people will pay for at each price. The

old English saying, "If wishes were horses, beggars would ride" reflects

this reality of the market because, in a market world, people cannot demand

something unless they can pay for it.
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Market Demand Schedule. Market demand for a product can be

described by a table called a MARKET DEMAND SCHEDULE, which lists the

prices and, next to each price, the quantity which people will buy at

that price.. Table I gives a hypothetical market demand schedule for

skateboards in the days (a few years back) when skateboarding was a

national fad. By the way, in this case, we will assume that there is

a national skateboard market--that is, all of the producers in the

country compete with each other. This is realistic, because it is

relatively easy to make,skateboards and because transportation costs

are low. Thus local furniture or carpentry businesses could be making

and distributing skateboards locally along with manufacturers who sell

throughout the country.

Table I

Market Demand for
Skateboards in the
U.S.A., August 10, 1968

Price Quantity
Demanded
per week (in 1000's)

.$ 6.00 420

8.00 380

,I0.00 340

12.00 300

14.00 260

16.00 220

18.00 180

20.00 140

22.00 100

24.00 60

$24

22

20

18

16

14

12

10

8

5

4

arke
eman

Curve

2

80 160 240 320 400 480
Quantity Demanded
per Week (in 1000's)

Diagram I

Market Demand for Skateboards
August 10, I96f



The table shows consumer preferences for skateboards on August 10, 1968,

throughout the whole U.S.A. Consumers will buy $420,000 skateboards per

week if the price is $6.00. They will buy only 60,000 per week if the

pr ce is as high as $24.00; they will buy 180,000 boards per week if the

price is $18.00. The table does not tell how much will be bought, because

we don't know the price, but it describes how, on that day, quantity

demanded is related to price. It is a model of the demand side of the

market, because, if we know the price, we could predict how much would

be sold.

Market Demand Curve. The graph to the right of the demand schedule

shows the data from the table plotted on an arithmetic line graph. This

DEMAND CURVE is another way of representing the price-quanity relationship

which describes market demand.! Note that both the schedule and the curve

give the same information. If you read the row in the table where price

is listed as $10.00, you will note that people will buy 340,000 skateboards

at that price. Likewise, point "a" on the demand curve shows how much

people will buy when the price is $10.00-340,000 skateboards per week.

Thus the market demand price-quantity relationship can be shown as either

a demand 'schedule (table) or a demand curve:

Notice that in thr- line graph, price is measured on the vertical

axis and that ianfity demanded is measured cn the horizontal ,txis.

This is always the case; we will always use the horizontal ais for

quantity, the vertical axis for price. A demand Curve is constructed

from a demand sche'dule by plotting 7-, point for each related price and

quantity (for each rcw in the demand schedul. The distance from the

I

The demand line graph is called a "curve" :,fhether it is i.traight,

curved, a series of angles. This is just a coro,e,:-,tion of mathematicians

which we don't want to violate.
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vertica,.axis axis over to the curve equals the quantity (for point "a"

on the curve, this is 340,000). The distance from the horizontal axis

up to the curve represents the price (for poiht ''a" this is $10.00) .

By connecting the points for each price and quantity pair, we get the

demand curve. (For more information about line graphs--how they are

constructed, how to read them, (plc., see Program 4 in the Unit II workbook.).

Later on in this chapter you will see that representing demand as a

curve will be especially useful in deriving a market model, but even now

you should see that the curve gives at a glance important information about

the nature of the price-quantity relationship. It shows, for Instance,

that as price gets higher, quantity demanded gets smaller. There is a

negative relationship between price and quantity demanded.

The Negative Influence of Price on Quantity Demanded

For most goods and services quantity demanded is negatively related

to price. That is, people tend to buy less of a commodity if the price

increases. Your own experience should tell you that this is so. Otherwise,

merchants would not have sales or lower prices to entice customers into

their store and away from competitors. For instance, butchers know that

some housewives who will not pay $1.35 per pound for sirloin steak, will

buy when steak is on a "special" for $1.00 per pound.

This negative relation between the amount people will buy c'f a pro-

duct and it's price can be explained by two facts of life: (I) people

have a limited amount of money to spend and they must make choices about

what to buy; and (2) as a person consumes larger and larger amoints of

the same thing (cardy, movies, cars) consuming additional amounrs gives

less and less additional satisfaction. People are forced to bulget their
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purchasing power to get the most satisfaction they can from their purchas-

ing power and in this budgeting process they juggle two attitudes about

consumption. On the one hand, the terth steak consumed during a week

gives less satisfaction than the first steak. On the other hand, there

are many more things, in addition to steak, which a person w3nts to buy

that he cannot afford. Under these circumstances, prices of commodities

are important. If we are using alot of steak (or bread) we will not buy

more unless the price drops, because there are other things which will

give more satisfaction per dollar spent. If steaks are too expensive for

someone to buy, when the price falls, they may be able to afford to buy

steak instead of hamburger.

The Substitution Effect of Price Chanms. Price changes affect

consumer choices about how much of a thing to buy, because people sub-

stitute one thing for another as prices change. Because we can almost

always find substitutes for a commodity if its price goes too nigh, the

quantity demanded will be inversely related to its price. With every rise

in the price of a commodity, some people will buy less of the commodity

and will satisfy their wants with substitute commodities. With every fall

in the price of a commodity, some people will be willing to purchase more

of the commodity and use it as a substitute for something which they have

been consuming.

The existence of many commodities which can be substituted or one

another requires us to choose what we will consume. The need to choose

makes us sensitive to prices. When the price of a good falls, we tend

to buy less of substitute commodities, and when the price rises, we buy
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more of cheaper substitutes. For instance, when gasoline prices drop,

commuters might use their cars more and the trains less. When the price

of butter increaes, people tend tc buy less butter and more margarine

than they did before. The prices of commodities allow us to calculate

their real cost in terms of substitute commodities and thus to make our

decisions as to what we will purchase.

Price Responsiveness of Quantity Demanded

Generally speaklog, the more substitutes there are for a commodity,

the more sensitive buyers are to price changes. For instance, because one

vegetable is a substitute for another, the quantity demanded of any one

type changes alot when price changes. The out-of-season price of asparagus

is usually high so that few people buy fresh asparagus except in season

when the price is low. On the other hand, when an important rock band

gives a concert, not only is the concert sold out, but people are willing

to pay almost any price to attend.

The market demand schedule or curve for a product permits us to

measure how responsive quantity demanded is to price changes. In Diagram 2

two hypothetical demand curves are drawn together on the same graph, the

market demand for beer and for milk. Which commodity would you say shows

quantity demanded as more sensitive to price changes?
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Diagram 2

Market Demand: Milk
And Beer

You should be able to see at a glance, from the steepness of the

two curves, that quantity demanded of beer is More responsive to the

price of beer than is the quantity demanded of milk. The beer market

demand curve is shallower. Beer prices renge from 301 to 501 and beer

demanded ranges from 20,000 to 120,000 quarts per day. On the other

hand, milk prices range from 101 to 601, but milk demanded ranges from

only 60,000 to 110,000 quarts per day.

I

The slope measures the ratio of the change in the
variable measured on the vertical axis to the change in the variable
measured on the horizontal axis. The slope is this rTtio expressing
the rate of change. Thus, the rate of change in beer prices per unit
change in quantity of beer demanded is:

50 - 30 = 20 = -.0002- _
2Q 000 i20 000 -100 000 5000

The rate of change in milk pri6es per unit cnangein quantity demanded is:
60 - 10 = 50 = 1 = -.001

60,000 - 110;000 -50,000 1000
The slope, or rate of change ii the price of beer per unit change in quan-
tity demanded is smaller thin the slope for milk. Under certain circum-

stances, such as thpse here, you can compare the demand curve shapes to
compare price responsiveness of quanify demanded. (This starts getting

you into graphic analysis. If you feel uncomfortable about the graphs
and the ideas of slope, see Program 4 on Line Graphs, Unit II Workbook.)
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Elasticity of Demand. Economists measure price responsiveness of

quantity demanded by measuring the ELASTICITY of market demand. The

elasticity' of demand for a product 15 the ratio of the percentage change

in quantity bought to the percentage change in price.

Elasticity of demand = % change in quantity demanded
% change in price

For instance, assume that the price of pop records increases by 10% and

the quantity of records sold drops by 5%. Then the elasticity of demand

for pop records is iT%T or -.5.

When the quantity demanded of a commodity is highly sensitive to

price changes we say that the good has an ELASTIC DEMAND. For instance,

the demand for sports cars is usually elastic--highly price responsive.

Few such cars will be bought, but a small percentage change in price will

bring about a relatively large percentage change in quantity sold. Let's

say a 5% drop in the price of a Masserati increases quantity sold.by 40%.

The elasticity of deman is 40 = -4. Demand is elastic whenever the
-5%

ratio is greater than I, that is, whenever a certain percentage change

in price brings about a larger percentage change in quantity demanded

(in the opposite direction, of course.)

On the other hand, when quantity demanded does not respond much to

a price change, demand is INELASTIC. If the price of milk drops, people

will not increase the amount bought by as large a percentage and if the

price increases, people will not reduce milk purchases by very much.

Demand for milk is inelastic; t:,e elasticity of demand ratio will be less

than one. Let's say that a 5% price drop in milk brings about a 1% in-

crease in quantity of milk demanded. The elasticity of demanc for milk is
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I%/5% or -.2. We can make the following generalization about price respon-

sivenest--elasticity--of demand.

ELASTIC DEMAND % CHANGE IN QUANTITY DEMANDED
% CHANGE IN PRICE

INELASTIC DEMAND % CHANGE IN QUANTITY DEMANDED
% CHANGE IN PRICE

PRICE RESPONSIVE

UNRESPONSIVE
TO PRICE
CHANGES

Prodicting Demand Elasticity. Why is the demand for sports cars elastic

and the demand for milk inelastic? is it possible to predict whether or not

demand is elastic and why would you want to?

It is quite easy to predict accurately how responsive consumers are

to price changes of a particular good, and you will see that it is very

useful information for a businessman trying to operate successfully in a

market. The explanation has to do with substitutes and money.

Normally, you can predict the elasticity of demand for any commodity
s.

in its usual price range by answering the following quL.--tions:

I. Is the good or service a physical or social necessity of life?

2. Are there close substitutes available?

3. Do most buyers have to pay what they consider a lot for the
.commodity?

Generally speaking, commodities ha\ve an inelastic demand if they are either

necessities, or if they cost a small proportion of what buyers have to

spend, or if they have no close substitutes. By contrast, commodities have

an elastic demand if they are luxuries, cost a large proportion of what

buyers have to spend, have closr substitutes.

What gets classified as elastic or inelastic varies between societies

and often within societies, mainly because of differences in the income

level of the people. In most societies, basic shelter, fuel and basic food
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and clothing items have an elastic demand. however, in the United States

automobiles and some electric appliances have inelastic demand because they

41/have become ne
5
ities, while in most of the world the demand for these

things is elastic.

Elasticity of Demand for a Product at Different Prices. For almost

any commodity, demand is elastic at relatively high prices and inelastic

at relatively low prices. Medicines offer very good examples of such

commodities. They are a aood example because often a new drug is initially

high priced, and the price falls for various reasons. Penicillin had this

development. The drug for high bl--)od pressure, reserpim:i, was so expensive

when it first appeared that most people who suffered frrm high blood pres-

sure could not afford it. The drug was a luxury with an inelastic demand,

for the quantity sold increased rapidly as the price fell. At present the

orice is low enough so That almost everyone who needs the dreg can afford

it. Any further fall in the price would lead to only a small increase in

quantity demanded; .1113 d.1;man3 is inelastic at low price:.

There are also examples of a change e!-stici;y 'Aid for a

product. This often OCCU7S when good subs-Mtues for a commodity become

available. For instance, before the invention of the sewing machine, hand-

made shoes were a necessity and large changes in price had Mille effect on

demand. Now they are a luxury with an elast:c demand because c:;eaper

shoes are available for pirchase.

Summary

The demand side of a market is made qp.of all the buyer.; of -the good

or service. Market demand for a commodity is a price-quantity relationship,

stating the amount ofthe.commodity which wil! be bought at each possible
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price on a given market day. Market demand for a good or service can be

described by a market demand schedule or a demand curve which is a model

of the demand side of the market on a particular day.

The relation between price and quantity demanded is n(gative. That

is, people tend to buy more of most goods or services at lower prices.

The demand for some goods and services is more sensitive (responsive) to

price than for other products. If demand is sensitive to a change in price,

demand is elastic; if it. is insensitive, demand is inelastic. Elasticity

of demand of a good or service depends on three things: I) the need for

the good; 2)1i-he number of substitutes for it; 3) the cost of it as a

percent of what people have to spend.

Although goods and services can be classified according to whether or

not demand is elastic or inelastic, it is also true, that for almost any

good or service, demand will be elastic if the price is high enough, and

demand will be inelastic at very low prices.

III. Supply

Market Supply: A Definition

Just as a market deMand schedule shows the amount of a commodity which

will be demanded at each price, so the MARKET SUPPLY SCHEDULE shows the

quantity of a commodity which will be supplied at each price. Buyers tend

to buy more of a commodity at lower prices, but sellers are usually willing

-Ito sell more only, at higher prices. MARKET SUPPLY is a price - quantity reia-

'tionship describing the total amount which all sellers will supply at each

price.

Market Supply schedules and Curves. The supply schedule and curve

are two ways of constructing a model of the supply side of a market. Again,



we will use imaginary data for the skateboard market in August, 1965

to illustrSte market supply. Table 2 shows i-he supply schedule for Ace

Skateboards, one of 500 manufacturers in the market; this table shows the

number of skateboards which Ace Skateboards will produce per day, given

the supply conditions existing in the industry in August, 1965. The

actual amount the company will sell depends on price; and the higher the

price, the more skateboards the company is willing to produce and sell.

The same information is shown as a supply curve in Figure 3. Supply

curves are drawn similarly to demand curves in that the vertical axis is

used to measure price, and the horizontal axis measures quantity supplied.

Table 2
Supply ScheduTe for

Ace Skateboards,
August 10, 1965

Price per
Skateboard-

Quantity Supplied
per day

$ 6.00 290

8.00 400

10.00 500

12.00 600

14.00 675

16.00 732

18.00 780

20.00 820

22.00 850

20
Pric

12

1 4 5 6 7 8 9 10 quantity
supplied

(100's)

Figure 3
Supply Curve for Ac Skateboards,

Unlimited for Auoust, 1965



we are making up fho example anyway, lc:t'c ,17;sumg1 that therr;

ore buu skateboard manufacturers, each producing 1/500 (Jf the !,kateboard

output, and each producing exactly the same kind of skateboard. Each

firm is just like Ace Skateboards, Unlimited. Table 3 and Figure 4 show

the market-supply schedule and curve for skateboards on August 10, 1965.

At each price, quantity supplied by the total market is 500 times the

amount supplied by Ace Skateboards.

Table 3
Market Supply Schedule for
Skateboards, August, 1956

Price per
Skateboard

Quantity Supplied per
Day (500 x Ace Supply)

$ 6.00 145,000

8.00 200,000

10.00 250,000

12.00 300,000

14.00 337,000

16.00 366,000

18.00 390,000

20.00 410,000

22.00 425,000

Price

11

0

1

1

e-

i.::

r

I )

200 quantity

Figure 4
Market Supply Curve for

Skateboards, August, 1965

(100's)



Wh the Amount S III lied is Greater at 11' her Prices

The market supply schedule and curve show that skateboard producers

vary output with price, and that there is a positive relation between

price and quantity supplied. It is important to explain why this posi-

tive relation exists because it is true for most markets. In general,

producers are willing to increase output per day over their current pro-

duction, only if there is an increase in price. WHY?

This is the explanation. At high levels of production, cost per unit

is higher than it is at lower levels of. production. For some reason it

costs more to produce a skateboard when output is 500 skateboards a day

than to produce 400 a day. Therefore Ace will produce the larger amount

only if the price they can get makes it worthwhile.

The real- question is, why does it cost more to produce a skateboard when

output is 500 Skateboards a day than when it is 400 a day? One might

easily expect that the average cost of produCing a skateboard would be

less at higherHevels of output, because skateboards could then be mass-

produced, But that's just the point. If Ace Skateboards wants to increase

daily output temporarily, say for a month, from 400 to 500, it will not pay

-.to buy new-equipment to increase production. If the company were considering

doubling output permanently, management might decide to expand operations

and build a new factory, but even so, it might take a year before the new

plant is in operation.

What we're saying is that if a manufacturer wants to increase output

per day using his existing equipment, costs increase more than proportion-

ately to the increase in output because of the law of diminishing returns.
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The law of diminishing returns states that if the amount of one input

is fixed, there is a decline in additional output yielded per additional

unit of the variable input. That is each additional worker hired contributes

fewer additional skateboards. It costs more to produce the extra skateboards;

therefore the average cost of production goes up.

Thus, the ratio increase Li output get!, smaller at higher levels of out-
Increas in input

put. Under these conditions the average cost of pro'..!ucintj a skateboard

is higher at higher levels of production, because less additional output

is produced for each additional man; and the additional man is paid The

same hourly wage the other workers are receiving.

The effect on costs of the law of diminishing returns is shown for Ace

Skateboards in Figure 5 and Table 4 below. The graph shows total cost of

production at different levels of daily output. The fact that the slope

of the total cost curve gots steeper at-higher levels of output means a

greater addition tp cost per i00 units of increased output.

Prove this to yours-,:f by using the curve la Figure 5 on the next page,

to figure out the additional cost necessary to increase output from 500

to 600 boards a day. How much increas: in cost is necessary to increase

output from 600 to 700 bo.-.rds a day?

Your answers should be 1203 and 1550.

To summarize, i the short -run (when firms can only increast, production

)y using the exist ng plant more intensively) there is a fixed ,mount a firm

ilill produce at each price. Firms will produce (8 he willing t) sell) larger

amounts at higher prices. At an' particular market price, they will not sell

more than the amount shown by their supply scneduie, because hither output

rates will also mean higher average costs.
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Table 4

Total Cost of Producing
Skateboards at Different
Levels of Output Per Day

Finlirez

Total Cost Curve, Ace Skateboards

Total Cost
(per day)

Total Output Total Cost
per day per day 110,000.

0

100

200

300

$ 500

1,000

1,500

2,100

9000

700017

6000;

400 2,900 5000 1.-

500 3,900 4000 ;

600 5,100 3000 :-

700 6,650 2000

800 8,500 1000

900 11,000

VII. The Market Model & Price Determination

._

200 400 600 800 1000

Quantity Produced
(per day)

in a Perfectly Competitive Market

Skateboard Market Model

Table 5 and Figure 6 combine information on market demand and market supply

of skateboards for August 10, 1965. Market demand and market supply curves

are shown in the same graph in Figure 6. The two curves can be plotted on the

Same diagram because both curves show a relationship between the same two

things, price of a product and quantity. Figure 6 summarizes the market

conditions in the skateboard market on August 10, 1965. The diagram is a

model of the market which enables us to predict market price and quantity

sold.
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Table 5

Market Demand and Supply
U.S. Skateboard Industry,

August, 1965

Price

Quantity Quantity
Demanded Supplied
(1000's of boards

per week)

i

22 L

20 E_

18

16

14

w 12 r-

'El0

$ 6.00 420 145
8

8.00 380 200

10.00 340 250 6

12.00 300 300
4 in

14.00 260 337

16.00 220 366

18.00 180 390

20.00 140 410

22.00 100 425

24.00 60 435

1

\
---1 / '\\/ \

. ,.

_____\___.\--,..--- - - --
i \

_1

80 160 240 320 400 486--

1000's skateboards 1 week

Figure 6
Market Demand & Supply

Skateboard Market
August 10, 1965

ID

A Perfectly Competitive Market

Perfect Competition. Before we can use this model to show how price

and quantity sold are determined under conditions of perfect competition,

it is necessary to define what those conditions are. The following aie the

necessary conditions for perfect competition. First, there are many, many

buyers and sellers; each is so small that if they left the market no one

would notice. In fact, there are sc aony, small buyers and sellers that it

is even impossible for some of them to get together into a group large enough

to effect the market. Second, all producers must produce exactly the same

thingwith no differences whatsoever. Third, there is completely free

entry into the market; anyone who wants to can buy or sell the adduct. For

sellers, this means that it costs nothing and takes no special .-ability to

go into business. Finally, all buyers and sellers are rational economic men.



This means that every one acts to make the greatest possible monetary

gdin for himself and, in addition, that everyone is free to so act.

Although it is impossible to find a real life example of "perfect"

competition (just like it is impossible to find a "perfect" child or

an honest man), we can seT up the skateboard model market so that it is

perfectly competitive. 4e have assumed that there are 500 skateboard

manufacturers, and probably 1000's of buyers from sport siores who buy

skateboards from the manufacturers. This means that there is a great

deal of competition between buyers and sellers. No one person or business

can influence price. Because one firm supplies such a small percent (1/500)

of the market, etch firm must accept the price established in the market and

sell at that price. Under these competitive conditions, if a firm should try

to sell at 7, price higher than the market price, it would not be able to find

any buyers, because buyers can buy the skateboards cheaper from some other

producer. The manufacturer can sell at a price lower than the market price

if he wishes, but that would be foolish because he can sell all he can pro-

duce at the higher price.

Figure 6 predicts the final outcome of this competition; the price will

reach $12.00 and will stay there. Let's use what we know about perfect

competition to see v.hy. We will prove that $12.00 is the market price by

showing that there is no other stable price. assume the price i $16.00

A+ that price according to the demand curve: the total amount of skateboards

demanded is 220,000. Manufacturers are wil!ind to sell more, but they can't

find buyers at this price. At $16.00 there is an excess : (.J 46,000

boards. The result is that sellers will reduce the price to in,.reese the

amount they sell. !.6=--the price falls to, say, $14.00, but there is still

and excess supply c);: 37,000 boards because at $14.00, 337,000 skateboards
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are offered for sale but buyers will buy only 260,000. Although the excess

of quantity supplied over that demanded is declining, there is an excess.

Sellers will bid the price down further, and as they do, the disparity

declines between amount offered and amount buyers are willing to buy.

Finally, when the price reaches $12.00, quantity demanded and quantity

supplied are both 300,000 per day. Every buyer at $12.00 can find a

seiler ,and vice-versa. There is no reason for anyone to offer to buy or

sell at a different price because there is a source of supply for every

buyer who wants to buy at that price. The market price will stay at

$12.00, and 300,000 skateboards will be sold each day.

The same sort of reasoning can be used to prove that if the price

starts below $12.00, competitive bidding by buyers will force the price

up to $12.00. When the price is less than $12.00, quantity demanded

exceeds quantity supplied, and the price will be bid up; if price is

higher than $12.00, quantity supplied is greater than quantity demanded,

and the price will be bid down to $12.00. Under existir)q market supply and

demand conditions, the price will be $12.00, because this is the only

price where demand equals supply. Thus, competition between buyers and

sellers leads to a stable market price which equates quantity demanded

and quantity supplied.

A Summary

The preceding paragraphs show how price and quantity sold ar) deter-

mined in a perfectly competitive market where rip individual buyer or seller

sets the price. Instead, through competitive bidding, the price lutoma-

ti,ally adjust up or down toward the equilibrium price, the price where
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quantity demanded equals quantity supplied. If the price is higher then

the equilibrium price there is excess supply and sellers will compete with

each other for the available buyers and will force the price down, even-

tually to the equilibrium price. If the price is too low, then there is

excess demand and the buyers will compete with each other for the avail-

able supply, thereby forcing the price up to the equilibrium price. By

this process of competitive bidding, the commodity is transferred from

sellers to buyers and distributed to those buyers who are willing to pay

the price. There is no centralized decision making, but the market oper-

ates as if there were (an invisible hand.)

-61-

63



ECON 12 TEXT
UNIT II CHAPTER II

PREDICTING PRICE CHANGES:
THE LAW OF SUPPLY AND DEMAND

I. Introduction

We have discovered the mechanism which sets prices in perfect

competition. The next task is to use the model to find out how, through

perfect competition, sellers automatically adjust output to reflect

changing consumer demand and new techniques of production.

This happens (prodUCers adjust quantity produced) because prices

change and sellers_react to price changes. In this chapter we will

use the model of perfect competition to describe why prices change and

to predict the direction of price and quantity changes (whether they

go up or down). Then, in the next chapter, we will use the model to

prove how these price changec force sellers to behave.

We have already proved that in perfect competition the price end

quantity sold is determined through the competitive bidding of buyers

and sellers. Once the equilibrium price is reached, the market is in

balance and the price and quantity sold per day will remain the same

until something jars the market. But what can jar the market--what

makes the price change and is it possible to predict the changes?

That's the heart of this chapter.

The answer is fairly simple. Prices change whenever the rarket

changes. Since the market is made up of buyers and sellers, the mar-

ket will change whenever either the demand side or the supply side

changes.. For instance, Figure I shows a change in demand in the
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skateboard market from the original demand (Di) to WithWith this

new demand, there will be a new equilibrium price and quantity sold;

in this case the new market price will be $10.00, and 250,000 skate-

boards per week will be sold. To be able to predict such price

changes, it is necessary to be able to predict such shifts in demand

or supply.

Table I

Market Demand and Supply
Skateboards, 1965

Initial Initial New

Price Demand Supply Demand
(1000's Boards per Wk)

$ 6.00 420 145 330

8.00 380 200 290

10.00 340 250 250

12.00 300 300 210

14.00 260 337 170

16.00 220 366 130

18.00 180 390 90

20.00 140 410 50

22.00 100 425 10

24.00 60 435 0

Price

24

22

20

18

16

14

12

10

8

6

4

2

80 160 240 320 400 480

(1000's boards/week)

Figure I

Market Demand and Supply
of Skateboards

II. Market Demand Conditions

In the last chapter we always took market demand and supply for

granted. We alway5., talked about the demand curve as describing market

demand for a particular day. We never 'inquired into what determined

market demand. For instance, why, in Figure I above, is initial market
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demnnd deccrihAd hy.DI? Why the curve to the left or right

01"r )hat lb, why is tnere d particular price-quantity relation-

ship that exists on a certain day?

The market demand--the price-quantity relationship- -which

exists at any particular time is determined by all the things other

than price which affect the quantity of a thing people want to con-
,

sume. These include such things as taste, income, other prices and availa-

bility of substitutes. These factors which determine market demand

for any particular time period are called MARKET DEMAND CONDITIONS;

they include anything which affects the demand price-quantity'rela-

tionship (the amount people will buy at each price).

For instance, people's income is an important demand condition

because income determines how much money people have to spend. If

incomes go down (because general business conditions decline and there

are large numbers of unemployed), then less butter and fewer cars

will be sold at the current prices. The reduced incomes will mean

a DECREASE IN DEMAND. That is, the demand curve for a product will

shift to the left. Figure I shows a decrease in demand.

When demand decreases, the price-quantity relationship changes

so that at each price people will buy Less than before. For instance,

in Figure I, at the old equilibrium price of $12.00, when demard

decreases so that D2 describes the new demand, people will only buy

210,000 skateboards a week instead of the 300,000 they would have

bought before the decline in demand. In fact, according to Table 1

end Figure 1, at ev.iry price people will now buy 90,000 fewer skate-

boards than they would have bought previously.
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If market demand conditions change to bring about an INCREASE.

IN DEMAND, then at each price people will buy a larger amount than

formerly. If incomes go up, people wilt nave more money to spend and

so, at $1.39 a pound, housewives will buy more steak per week than

they did before the paychecks increased. An increase in demand is

shown by a shift in the demand curve to the right of the old demand

curve as in Figure 2.

An increase in demand means
that at each price, people

-3)
will buy more when demand

2,
increases.

..11...31
Figure 2

Increase in Demand

There are many things which affect demand for products; that is,

there are many demand conditions, but here we list a few of the impor-

tant conditions which influence people's decisions about how much to

buy. For each, you can predict the effect a change in the condition

will have on demand:.

1. Income. An increase in income will mean an increase in demand;

a decrease in income means a decrease in demand for most products.

2. The price of substitutes. It prices of substitutes go down,

demand or the product will decrease. Thus, if the price of air trans-

portation from New York to Chicago drops sionificantly, fewer train

tickets will be sold at the current train fares.
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buy.:rt,/ 1.1:.111.,,

appearance 01 0 new -:i.ibstitute or a change in advertising. When

cars became popular, the demand for buggies declined. Introduction of

a new substitu will cause a &2cline in demand for the older product.

4. Sources of purchasing power other than income, such as the

size of people's bank accounts or holdings of savings bonds, or the

ability to borrow money. :f interest rates go up, demand for cars

will drop because it costs more to finance the car. Or, if loans are

really hard to get, lenders will not lend at all to certain people,

which would mean a decrease in their demand for anything they have to

buy on time, like a car or a house.

5. People's expectations bout the fulure, such as th,:ir expec-

tations cbout the future price of the callmodity or changes in their

income. If people think the country is about to go to v.ar, they will

run out and stock op en staples. Dcri,and for stag: es increases tempor-

arily because people will try to hoard the available supply. Or, if

people are afraid 1-hey will be !aid off in six ml:,:lths, wr4ir current

demand for gocn.; i I I decrease becau,,e they will savo current incom72

by buying les.: no:!.

To summarize, if imy demand condition changes, thr. drnd bide

of the marke+ c7,d, generally speakin,?, we cm predict hether

demand will increa;(? or decrease. Any chcnge in dc77.nd will st,ow up

in the market mode! as a shift in t..e dcmand curve and a new ec,uilibrium

price. In Figure I, when demand decreases to D2, at the old equilibrium

price of $12.00 there is an excess suppl,; of 90,000 skateboards. There-

fore, competition will bring a drop in price and a new market trice will
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emergein this case, $10.00.

III. Market Supply Conditions

MARKET SUPPLY CONDITIONS are all the things which influence the

amount sellers will supply at each price; they are the things which

underlie the market supply curve. The major supply conditions are

various factors which affect cost of production and the numbers and

size of sellers in the market. If costs go up, then sellers will

not be willing to sell as much at the current price, and supply declines.

On the other hand, if costs go down, supply will increase; that is,

sellers will be willing to sell a larger quantity at each price.

Another supply condition is the number of sellers. If new sellers

come into the market, supp ly will increase; if sellers leave the mar-

ket, supply decreases - -less will be sold at each price Thus, the

major supply conditions are:

I. prices, or the cost of using each input;

2. techniques of production--technology, organization of
production, kinds of input!, used and the proportions of
inputs used together;

3. the nature of the product itself;

4. the number and size of sellers.

If wage rates increase, or if the quality of labor available

declines, labor costs increase, and the amount of output Ace Skateboards

will be willing to produce at the current price will drop. If a new

sanding machine is invented which reduces sanding time by one-half,

and requires less 13bor, the effect will be to change the proportion

of capital to labor used, and to reduce cost per unit produced. The

result will be that the manufacturer will be willing to produce more
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output at the current price using this new machinery. If someone invents

d bcjitlf dhd more (:/prinsivi.7 boll-bearing to use on '.,,,,ateboards, this

improvement in quality of skateboards will raise the cost of producing

a skateboard, and producers will not want to sell as many boards at

the current price.

:n general, whenever there is some change in supply conditions

(number of sellers or cost of production), there is a change in supply

(the amount offered for sale at each price). This means that there

is a new market supply schedule and curve. Assume that wages rise in

the_Skateboard industry. The amount supplied at each price will now

be Tess. This is shown in Table 2 and Figure 3. Compare the new and

old supply curves and you will see that for each price, less is supplied.

-This is an instance of a DECLINE IN MARKET SUPPLY - -less is produced

for sale at each price. A decline in supply shows up in the supply

graph as a new supply curve whicn is to the left of the old supply

curve. When supply declines, the supply curve shifts to the left.

To see for yourself the effect of the decline in supply, notice that

in Figure 3 and Table 2, when supply declines, at $12.00 quantity sup-

plied drops from 300,000 to 200,000 roards. In fact, at each price,

100,000 fewer skateboards would be supplied.

When costs drop, SUPPLY INCREASES; firms o'fer more output f,)r

sale at each price. The new supply curve is to the right of the old

one; the supply curve shifts to the right when supply increases. If a

new machine reduces cost per skateboard, then supply will increase,

and the new supply curve will be to the right of the old one. At each

price, more skateboards will be offered for sale. Supply will aho
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increase if new firms come into the market. With a larger number of

sellers, more will be sold at any price.

Table 2
Market Supply of Skateboards

after a Wage Increase
in Industry

Price
Initial New
Supply Supply
(1000's skateboards

per week)

$ 6.00 145 45

8.00 200 100

10.00 250 150

12.00 300 200

14.00 337 237

16.00 366 266

18.00 390 290

20.00 410 310

22.00 425 325

Price
$24

22

20

18

16

14

12

10

8

6

4

2

0

2,

8U 160 240 320 400 480

1000'5 skateboards per week

Figure 3
Change in Market Supply

IV. Price Changes and the Laws of S and Demand

Price and amount sold changes whenever demand or supply conditions

chanap. The laws of supply. and demand are laws which pren:ct the

direction (pi the change in price and quantity sold when demand or supply

changes.

The Effect on Price and Quantity Sold of a Change in Supply Conditions

In the skateboard example, what effect does the rise in wages shown

in Figure 3 have on market price and quantity sold? The new supply condi-

tions create a new price-quantity relationship which is illustrated by
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a new supply curve iS2). The original supply curve (SI) is nc longer

relevant, so mark it ott with your pencil. Under the new market condi-

tions, the new price is a little less than $15.00, and about 245,000

skateboards will be sold per day. Under the new supply conditions, the

old price is too low. At $12.00, manufacturers are now only willing

to sell 200,000 skateboards a day, but buyers still want to buy 300,000

a day. Unsatisfied buyers will be willing to pay more to get skateboards.

As they bid up the price, buyers buy fewer skateboards, and sellers are

willing to sell more; the gap between quantity supplied and demanded

closes as the price gets closer to 115.00. All excess demand is eliminated

when the price reaches $15.00, and the price will remain there until mar-

ket conditions change again.

This reaction of market price and quantity to a change in supply

conditions can be stated as a general rule, and this rule is the first

half of the LAW OF SUPPLY AND DEMAND. The rule is this:

In any market with given demand conditions:

a. if supply decreases, the price will increase, and he

quantity sold will decline;

b. if supply increases, the price will fall, but the quantity
sold will increase.

This reaction is shown in the two diagrams in Figure 4. The diagram

on the left shows the market reaction to an increase in supply; the dia-

gram on the right shows the reaction to a decline in supply.

Note that the rule about the market reaction to a change in supply

is prefaced by the condition that demand conditions are given. This

means that the rule applies only when the demano curve stays put, when

demand conditions stay the, same.
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4.0

6

4

2

0

An IncreAe in smpply

Price Drops 4,
Quantity Increases 1

....x.
NIIIMI11111
MIMI 1

400 800 71200 1600 2000
shirts/week

A Decrease in Supply
Price Increases ir

Quantity Decreases 1(

Si / 5 1

/

Figure 4
The Effects of Changes in Supply on Market Price and Quantity Sold

The Effect on Price andQuantity Sold of a Change in Demand Conditions

What happens if demand conditions change? In the skateboard market

example described in Figure I, a .decline in demand (due to a decline in

people's incomes) caused price and quantity sold to decline. This is

always the effect of a decline in demand, if demand declines and supply

conditions remain the same. When demand conditions change, the market

changes. There is a new demand curve; the old one no longer describes

the demand side of the market and price and quadity sold will change. In

Figure I, with the decline in demand depicted by 02, at the original

market price of $12.00, there will be excess supply when demand declines.

Suppliers will compete for sales and this competition will force the price

down until excess supply is eliminated--the price will eventually settle

at $10.00 and only 250,000 skateboards will be sold per week.
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Likewise, when demand increases there is a new demand curve to the

right of the old one (see the right-hand graph in Figure 5) and price

and quantity sold will increase. The reaction of market price and quantity

sold to a change in demand conditions can be stated as a general rule-

the second half of the LAW OF SUPPLY AND DEMAND. The rule this:

In any market with given supply conditions:

a. if demand increases, the price and quantity sold will increase;

b. if demand decreases, the price and quantity sold will decrease.

Again, these predictions are true only if we assumethat the supply side

of the market remains unchanged--the supply curve does not shift.

'Figure 5 shows graphically the effect of an increase or decreaSe in

demand on the market model. The left-hand graph shows a decline in demand- -

the new demand curve, D2, is to the left of the old one and the n!vi price

is lower than the old price, the new quantity sold is less than the old

quantity sold. The right-hand graph shows an increase in demand--the new

demand curve is to the right of the old demand curve. Because of this

shift in the demand curve, the D2 crosses the supply curve at a different

price and quantity sold than did D1--a point where both price and quantity

sold are greater than before the increase in demand.

Notice that in both cases, only one supply curve is shown. This

means that we are assuming that supply remains unchanged. However, even

though supply is unchanged, when demand increases a greater quantity is

supplied. This is not because supply has changed, but because buyers

are willing to pay more for the same amount and, under the supply conditions

exiressed by the supply curve, sellers will sell more at the higher price.

-172-



De.line in Demand:

New Price 1 Old Price
New Quantity Old Quantity

Increase in Demand:

New Price p.)°' Old Price
New Quantity Old Quantity

Figure 5
The Effect on Price and Quantity of a Change in Demand

The Effect on Price and Quantity Sold of a Change in Both Supply and Demand

Predicting the effect on price and quantity sold of a change in both

supply and demand is more tricky, but we can use the same graphic analysis

to draw general conclusions. Here we will just barely outline these pre-

dictions. If you are interested in really learning how to use the graphs

to make predictions, then complete the program in the workbook on the Law

cf Supply and Demand.

In making these predictions, you simply combine what you know about

the effect of a change in demand and a change in supply to predict the

total effect. For instance, the left-hand graph in Figure 6 shows the

e4fect of a decrease in demand and a decrease in supply. Note that in

this case, quantity sold declines and price increases. The right -hand
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diagram also shows the effects of a decrease in demand and in supply,

but here, price drops as well as quantity sold.

We can understand why by looking at the two effects separately.

When demand decreases, price and quantity sold drop. When supply

decreases, price increases and quantity sold decreases. Now, if both

demand and supply decrease, quantity sold will certainly decline be-

cause both effects cause quantity sold to decline. However, a decline

in supply and a decline in demand have opposite effects on price. There-

fore it is not possible to predict what happens to price unless you use

a diagram. For instance, in the case shown in the left graph, the decline

in supply has more effect than the decline in demand and price increases.

However, in the case depicted on the right-hand graph, demand declines

enough to cause price to drop.

A decline in D & S brings
about an increase in P & Q

A decline in D & S brings
about an increase in Q and
a decrease in P

Figure 6
The Differing Effects of a Decrease in Demand and Supply
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This kind of analysis can be applied to the other three cases of

changes in both demand and supply:

an increase in supply and demand: An increase in demand increases
P and Q;
an increase in supply decreases
P, increases Q;
therefore, an increase in demand
and supply will increase Q and
P may rise or fall.

an increase in supply and a decrease An increase in supply decreases
in demand: P, increases Q;

a decrease in demand decreases
P and Q;
therefore, in this case, P will
decrease and 0 may increase or
decrease.

an increase in demand and a decrease An increase in demand increases
in supply: P and Q;

a decrease in supply increases
P, decreases Q;
therefore, P will increase and
Q may increase or decrease.

Summary of the Law of Supply and DemarA

The LAW OF SUPPLY AND DEMAND is a basic law describing market

behavior; it describes the effect of buyer and seller competition on

price and quantity when demand and supply conditions change. The law

is true even when a market is not highly competitive. The law is impor-

tant because it permits us to predict the effect of changing market

condition5--supply and demand conditions--on the amount sold and tholmar-

,

k,rt price. In this chapter we haiye not only stated the law, but we have

used market demand and supply curve models to prove that the law works

as it does. In the next chapter we will use the law and the market

model to predict market conduct of purely competitive sellers; bnd then

to predict the effect of this competition on the allocation of resources.
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CHAP1LR 12

MARI<C1 ASOURCE ALhoCAIION:
1HE CASCS Of PERFECT COPE(1110N AND PERFECT MONOPOLY

1. Introduction

In the las1 chapter we showed lhat in a perfectly competitive

markel, the price of the product changes whenever de sand or supply

conditions change. If demand for shoes increases, the price of shoes

will go 'up as will the number of pairs sold per week. If demand stays

consIont and the cost of production increases, then supply will decline,

the price of shoos will increase, and the stores will sell f'wer pairs

of shoes per week.

According to the analysis in the last chap1er, whenever market

conditions change in a perfectly competitive market, the price and quan-

tity sold will change. Since demand and supply cond i t i one, change fre-

quently, price will also change frequently.

In this chapter we will look at the effect of these constant price

changes on sellers' decisions about what and how much to produce. We

will show how competition between sellers assures that the competitive

market operates lik.) a cybernetic system in which sellers wiil ieact

t) price changes by altering quantity supplier in order to conform to

changes in consumer demand or 10 changes in The cost of production. We

will show that all the markets taken together guarantee that a perfectly

competitive market economy would always, automatically operate ) o

produce exactly what consumers wont at the lowest possible cost. In the
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model of a perfectly competitive world, consumers are sover::.gn. Allhocg)

sellers decide what io produce, they are forced by cowpctition 10 produce

what consumer s wall. The invisible hand of the market mdkes he consumer

king.

In the second part of this chapter we will con-lrast the world of

perfect competition with the world of perfect r,..onopoly. Perlect monopoly

is the opposite of perfect cempotiiion, for there is no competition what-

soever. To show the eHect of no competition wo will construct a model

of perfect monopoly. The-, we will use this model to ansy the same

questions about perfect monopoly that we answered for perfect competition.

That is:

1. How is prico determined?

2. When do prices char-je?

3. How motivated is the monopolist to cut costs and 10 improve the
quality of the things produced?

4. Can th) mcnopolist prevent competitors ;rom entering the market?

5. How efficiently arc resources allocated? !s there consumer
sovericgnty in a perf,_sc-; monopoly world? If noi, w;.:) is king?

And does -'he system operate like a cy:)erre.lic system?

In the following chapter, and in the industry case studies which

accorany this unit, you will be able to ;-pply lh- sa-ne procedures

, which we have already sievelo2-3d 'or analyzing perfect

sittiti .1We erAils eoinpetifi;r7 AY0-1"1"5-
competition and perlect monoroly4 We wiri discuss this. at great ;r length

ai the end of the chapter.
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II. Conduci in Perfeclly CaHpelitivo ratkeis

In ihis section we will study lho conduct (decisions) of -t-o ineivi

dual seller,:, in a competitive market. You have already scan lnat, in E.

perfectly competitive market, the price of the product is determined

through the competitive bildding of al/ of the buyers and seller,i,--through

the combined effect of all exchanges. This means that no ono buyer or

seller can set price; each person in the market must buy or sell at the

price set by the market. The only decision open io a seller is how much

70 sell at the market price.

The conditions confronting an individual seller in a perfectly

competitive market, and his response to -these conditions, can bo illus-

trated by using the model of the supply and demand curves which were

developed in the lost three chapters. Figure 1, below, shows the condi-

tions in a purely competitive milk market. The left hand diagram shows

the demand and supply conditions for an individual firm, and the right

hand diagram shows ihe conditions for the market (all of the individual

firms).

Price

$1.00

.80

.60

.40

.20

0

One Firm

Figure I

20 40 60 80 100

Carl s. of milk per day -78-
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. 20
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0 100 200 300 400 500 600
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The ;,1.,1e-1 deuiand and sulTly ;:ho,1

der.,-1u0 co:1-.1.;tion'; Lc faces cuJ V.1.1iL his supply 1:(,01:1 he Li: price.

The Ce::,(7 cu r.,e is a horizontal line drawn at 50 cents pel gallon. he con

sell he .c:m producc at this price but he enul('.n't sell a drr)7 at 51 ct .1t

At 50 CCOLb par gallon, he sells 60 gallons of milk per dry. lie on't pro'ycc

any more unless the price goes up because his prodw..tion coats rise as he

raises pro(luction. For example, in orCer to procluce 70 gnilens of milk rr

day, he could either, 1) have to feed his cow:, !rare and better food, or .2)

adl more labor for their care. 3f the price fall:', this form,.r will

pronetion--at 40 cents per gallon his production falls to 50 gallons pc:r

day. flowever, if the price falls below 30 cents, he will nut pro:Ince at

all Lecanse it would cost him mare Lo produce the milk than not to prothicc

any milk,

The right hand diagram shot7:; merl:et demand and supply. At 40 cents per

gallon, cow,um2rs are willing to buy 400,000 gallons of L:ilk per day an:.1

farm2rs arc willing to supply 400,000 gallons of milk per day. At 40 cents,

consn,ers would buy 450,000 gallons but farmers would only produce 375,000

gallons, and at 60 cents, farmers would be willing to produce 425,000 but

consumers would only be willing to buy 350,000 gallons. At either 40 cents

or 60 cents, demand and supply are not in balance. Only at 60 cents will

demand just equal supply.

Using the mnda]. in Figure 1, we can trace through what efficts n chan(:e

in Ltarlcet demand would have on the individual firms and on the mat*et.
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LPL Figure. I descf;h(.,; the und,.!r p,:.:rfcet

endiTiens in vhich .;(.t]lers are supplying milk at a price %hick

thc.- to cover the lowe:,t passible costs of production and to make a

rroon:ih)(: p7o.l.it besides. By Ie:;:;ona:Ile, W2 I :. ;?n a rate of rctnrn on inv.tst-

m?nt which is co:Ipa.rable to thi-.t earn::6 in °the.]: industries. lhe industry

stable. Dairy fa) :c arc earning au adequate enough inco:x.1 to encourage thera

to continue to produce milk (60 gallons a day), but the milk business is not

so p-zo;:itab]e that new people want to enter the business.

Figure 2, below shows the effects of an incicase in demand for milk.

The right-hand diagram shows that the market demand curve has shifted to the

right from D
1
to D. The increase in demand leads to a rise in the quantity

of milk sold from 400,000 gallons per day to 430,000 gallons and rise in

price to 63c per gallon. The left-hand diagram shows the effect on the indi-

vidual farm3-!7 and his reaction. The market price is now shown by D
2

, 63c, and

at this nee? price the Lamer will increase production to 67 gallons of milk.

This increased production of all the individual farmers supplies the market

m ith the additional 30,000 gallons per day sold under the new demand

conditions.

Thus, the ir.ediate effect of the rise in market demand is for the

price to rise so that existing milk farmers will be willing to increase milk

production. This is the short-run reaction of sellers to an increase in

demand, but there is a more profound reaction than this. The ncrez:ta in

dermind has probably m::,ant an increased profit for milk farmr.rs. Ii this

is so, soon other farl:lers will begin to notice that dairy farmng is more

profitable than tie kind of farming they are engaged in. Becalse anyone is

free to cnLer dai)y farming, these othfrr f4rners will. switch t: dallying and

when they do they effect market supply in the milk market. T172 larger nui:ber
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Price

$1.00'

.80

.60

.40

el proJecL,: c 1. 1!:111.. will :up inereae in uct.r*,.q. supply. 'flu' Larkut

suply will shift to the righ± of S and vtarku supply will inerce
1

until thc price is down again to the original price, 50e a gallon,

the p;ie v!dch kis; doir; farw,-.1-s to e:ra c norr rate of VeLurn

on their i1i \restL,2nt, At this point, new farry.:rs will stop enteving the

malkut, becatue at 50c per g3iion they will tot mlku any greater profit: than

they ore t, !':n., in the lino of p':odu..tion they are c'lready engaged in.

One

-D
2

.20

[

i

_t___
20 40 60 60 f0----

Di

Price

$1.00 -

.8q-

I

.20-

Market

1 2

Gals. of L____$ $

milk per 100 200 300 400 500 600 cf
clay of

per

Figure 2

Short-run effects of an increase in demand

The market is back to normal again and the only permanent uffect of the

increase in demand is an increase in the nutroer of dairy irmr.:7s. SPnP)y

has adjusted to demand. The price change caused by the incren3e in dem.utd

increased profit, thereby encouraging other firms to enter the dairy busincsse

These nc%7 firms increased market supply, cuasing the supply ctrye to shift to

the right, wtich meant that the market price dropped back down to 50c. This

new situation is show-n in Figure 3. The new market supply and deand curves
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.':re D2 c1 sz,

ond yno sec t1 I: Lie vafkt pli,ce 5s the smc, but that: the
1 1'

qunntity o3 d lraun: ac a c) r. of the 1alge nurober of farr. After all

of thr . chvn!..,c occur, 1.c. 5ndhidwa dairy far.ler is no better or worse

off Lhau he wat before the increase in delor:ndo He is back pro0ocin3 60

a clay and :L-11ilq; at !)Oe pr gellon.

oriion] 111.1y?t supply mid tio:.!and CUTVOL;

Price
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In jus;. coAploted used the law of supply vAd dun -tnd to

prov_ ! th;rt m supp)y will .'d dust'. to market dem.Ind in a perfectly co 1p L"

iti\o w.:r:;c1-. The cl,ljustment process Coh:Q!; .;bunt' because of the price c11an6es

which occuy 1''('n Iv;.cl.et demand or supply change, and because profit rates

usu ily chano when prices chan.,.,e. In a perfectly cowetitive market, whenever

supply or (iC:111(1 conditions change price chane!;, These price chanL,es affect

sellers' poLits which, in turn, effect sellers' decisions about how much to

produce and whether or not to shift into some other line of production.

ti eFe i.. free entry into the market in perfect co:v0::ition, whenever

firms arc: earojmg c;:cess profits, new firms 111 enter the industry and this

new ceu,ptition will force the price down, eliminating the et.ra profits.

Thus, copetition (free entry) insures an automatic adjustment of supply to

de::,,ind and autoltic elinination of excess profits. Consumers get what they

want and most of the time they can buy it at a price which just covers the cost

of production and a reasonable profit for the business owners.

We can even show that the firms in a competitive industry must produce as

efficiently as possible. That is, they must always use the latest techniques

of production and they must strive for efficient wanagement. This is because

of the fact that in perfect competition the price usually just covers the cost

of production and a minimum profit. If a firm is inefficient, his costs will

be higher than normal and he will LICA: make any profit--he may not even be able

to Covia Cost. Thus, inefficient producers will either have to impro....; their

m?.thods or they will eventually be forced out of business.

By the same reasoning, you should see that competitive firms will be quick

to copy new, more efficient methods of production, thereby temporarily increas-

ing profits. Howove-, because all firms will start to use the new methods,

the effect on the ma,:ket of the new techniques will be a lower mrket price.

-80c-
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if all (L-iry Tarro,:s switch to tic new feed, Lie cff.'ct on the v?,,o1,.! 1:' -Ir:,2L L.

inerLase in suiOy, uhich is shown by the increaL;o6 r:.a-kut supply ok the ri;d)L.-

hand dingrail. Thc increase in supply reduces price and permits pcople to Huy

more min. Thi' con5umr is the beneficiary of the lower costs, not the fcro,Ns.

You might well ask, why does the farrier use the new feed if he doesn't brat^ fit?

The left-hand diagram in Figure 4 con answer this question. Assume that our

farm2r is the first to switch to the nee.,- feed. The market price is still $.50

because only one or a feu farmers are using the new feed. Our farmer will now

sell around 95 gallons a day at $.50, and he will make a conlAderable profit.

However as thc use of the feed catches on and more and pure farmers use it,

market supply will increase and the price will start to drop.

Price

$1.0C

.8

One Firm Price

)

$1.00
2

.80

ir
60

20 40 60 80 100

Gals. of milk per day

ti

-D2

Figure 4

.40

.20

Market

100 200 300 4&) 500 600

1000's of gals. of milk per day

Effects of a Change in Supply Conditions in a Perfectly
Competitive Market



Eventually, when the price drops to a little less than 4Q a gallon, and

the original farmers are no better: off than they ware to begin with. They had

a temporary advantage which was competed away. Now, of course, all farmers

must wie the fccd in order to make even a normal profit.

This practice of the competitive firm's adjustment to changes in supply and

demand con be described as a cybernotic system which creates profits through

production and sale of its output. The firm uses this information about profits

to alter production decisions about how much to produce, what methods to 1150 and

whether or not to remain in business. Whenever market price or costs change,

profits change and the firm adjusts imm.ediately to these supply and demand

conditions. Figure 5 shows this long-run adjustment or decision-making process

of a competitive firm as a cybernetic system.
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111. CONOCICC AND I'id701;:;.A.NC,', 1N A PELVECT M14120LY 3=T

c) PeH-c.ct 7.70nopolv

As is the caL.o with perfect competition, a perfect monopoly is defined by

the co:til-,atitive dc.::%.ud and supply conditions present in the 111Tzket. As you can

sce from the comparison below, the market conditions facing the monopolist are

almost the e:utct opposite of those facing the firm selling in a parfectly compe-

titive min-koi-:

Conditions oT Perfect Collagition

1. Nony
2. Standordk:cd, undifferential.ed

products
3. Free entry and exit into and out:

of the market.
4. No seller or group of sellers can

influence price by restricting or
increasing output. A firm can sell
all it can produce at the market
price and still not affect the
market price.

Conditions of Perfect Monopoly.

1. One firm.

2. Unique product for which there is
no close substitute.

3. No other firm can enter the market.

4. The monopolist can influence price
by selling different amounts. By

restricting the amount sold, the
monopolist can force the price up;
if the monopolist wishes to sell
more he must be willing to sell
at a lolyer price.

Figure 6 is an imaginary model of a monopoly markets The supply curve

shows the amount the monopolist is willing to sell and the demand curve shows

how much the monopolist can sell at each price. Under the market conditions

shown, the price will be $42.00 and thel-e will be 900 widgets sold per week.
Price 54

48

42

36

30

24

s A I

1000 2000 3000 4000 5000 6000 7000 Output per 1,eek

Figure 6
A nnd Riivmly 140.1c1 fwe. a Vonopoliz:t



Th: alt,;ust the same as the mr,rki.. m.)001 Tor pe,-;.ot compe-

tition c.xept Chat in this case the supply curve is parallel to the horiontal

axis and is drawn at: the mrket price, $42.00. This say:., that nu matter how

much is sold the only prici:: the seller will accept in $42.00. The other differ-

ence betwcen i111R diagr:i111 end figures 2 or 3 describing perfect competition is

that there is only one diagram, whereas ill tho perfcct comp3tition cor.e we showed

demand and supply cuIves for an individual competitor as veil as market demand

and supply curves. The monopoly model demand and supply curvas for the market

and for the n:onopolist arc the same. This is because there is only one seller;

therefore the market demand and supply curves are the monopolist's supply and

demand.

Price Doteimination

Although time monopoly market demand and supply curve model looks much the

same as the ma-rket model for perfect competition, in the case of perfect monopoly

the market price is not determined by competitive buying and selling. Instead,

the monopolist can set the price and he can set it so as to make the highest

possible total profit.

In order to set the price the msnopoiist must have accurate information

about market demandhow much buyers will buy at different prices--and about

the cost of production at different rates of output. The table below gives this

information for ou:: imaginary widget monopolist.

91
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1

;;ottoo01.1,A's 1:arl:et Oc;.;nd and 8upp1y Col-C;tH,u,

DeiNvid

(1) (2) (3) (I)
Units Total. Price Unitt.:

pL.r cost per 6c.c.laneed

vo.ek uniil per yee).c.

Y:o7

(5) (6.1)

Total
rovel-.11c

Total profit
Ttl-TC,,q;2

(col, 3 x c1. 4) (col. 5 -

Q P___ ___q___. col._. 2)... .___Py.n , T R
16-6V-------- A6-5 $40 1000 $ 48,000 $34,000
2000 31,200 43 2000 92,000 60,800

________13300 44 3000 132,n00 78:00_.3000

ia..______ CJ ;000j
113,600

142
40

4000 )

5000 .1-12t,

871000 1

83,400
6000 163,200 30 6000 228,000 64,800
1000 221,000 36 7000 252,000 31,000

The first two columns show how much it costs to produce different amounts of

wid^,ets week. Notice that as output goes up-by 1000 widgets per week, total

costs incret,so faster and faster. For instance, when output is increased from

2000 to 3000 wi6:,cts, total cost goes up from $31,200 to $53,100 or by $21,900.

However, when output is increased from 6000 to 7000 widgets per week, total costs

increase from $163,200 to $221,000 or by $47,800. It costs more and more to

produce larger amounts; this is the familiar law of diminishing marginal returns

at work. These total cost figures give the options open to the monopolist with his

existing plant.

Columns 3 and 4 give the market demand. From this information we can

calculate the amount of total sales revenue which the monopolist would earn

at different amDuw:s sold. These figures are given in column 5. Total sales

revenue equals the amount sold (the figure in columl 4) times the price (the

figure in colmn 3). This, when the firm sells 100') widgets per week, it can

charge $43.00 per widy.t. and will take in $43,000. Novice that as tb, firm

sells more units tctal s:A.es go up, but that the amount increases by smaller and

smaller amounil:s. Vhen sales go from 1000 to 2000 units a week, revenne increases
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Co :;',J2,0...)0 or by $I :4,000. 1:hen s:Ile!; J-1- , Lo

. f " ;7"l; .(r i r:7:;2() fcr by c,1-,1 fy

. ;.,to-Hy ;,

sold nuyood o co. Loin point. The ronson fur this tenk.ncy sales volt.' 0 to

level off is tit :;; in order to sell more widgets, the price has to clrop, buyers

will net buy more unless the price is lov:,er; therefore the monopolist cannot.. sell

more except at a lover price.

The exact amount the monopolist sells is affected by both sales and costs,

and the lest: column permits Us to predict the monopolist's decision. Column 6

shows total profits earned at different amounts sold. Total profits equal total

revenue less total costs. In this case profits are greatest when the price is

$4200 and the firm sells 4000 widgets a week.

if the monopolist has all of this information about costs and current

market demand, and assuming that the firm maximizes profits, it will set the price

at $42.00. The monopoly does not have to set price directly, however, for the

same effect can be achieved by restricting available supply to 4000 widgets per

week, letting buyers compete with each other to determine the price. In this case

the price would settle at $42.00. Either way the results are the same.

In this e::ample, the monopolist will earn handsome profits of *87,000 per

week, more than the cost of producing the widgets This is an exaggerated example;

monopoly profits may not be so spectacular. In fact, if there is noc much demand

for wLat the monopolist produces, there may be no profit at all. The significant

thing to note .s that if monopoly profits are high, there are no convetitive

market forces which will force the price down. However, in perfect competition,

when firms are earning excessive profits, new firm.; enter the industry, increasing

market supply and reducing market price, therefore profits of the sellers. No

such co:Lpetitive action is possible in a monopoly market because, according to

the definition of monopoly, there are complete bairicrs to entry. lit is impassible
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thy lri (lc

Co; 111L0 to 51,( t:.(!..coy

.1.

;:t ;Lion:: to Chan21p;,..;:;of:T0LDe

do:. a tonoi,olist react to a CilaAL'C in war!ccr

As!,11m_I that the 0-and for widgets incre-:ses and thr-t Tshle 2 provi(l!

the cut rovou.: J11iOrli, tion Recess:try for the fir:q to rc.uc to this chaase.

The toble :ho tih the firm will incroose production to 5000 wi:',;,cts a wo.;:

and th:1L thc 11;:!,2t2 v111 incycase to Y;4.00, As in the previous e;:a.Jple, the firr.

can brin thi:; about either by raising the price or by increasing output from

4000 to 5000 units per week. But, note that to take full adw.ntae of tha

increase in de:a7ind the monopolist will not simply increr.se the quantity to 6000

units per wool:, the amount which buyers are now willins to purchase at $42.00,

Total pzofits are greater when quantity sold is restricted to 5000 units and the

price is inere,..:sed to $44.00.

Table 2

The Wid.set Nonupolist's Cost and 1-1,:::nnd Data after an Increase in Demand

Supply Cod.ition!I Market: Demand Total_P-,:o4ts

(1) (2) (3) (4) (5) (6)

Output Total Widgets Price Total TP=
per
week

cost demanded per
unit

revenue la - TC

Q______ ..... ______Tc ........ 4,..
P Tit

1000
2000

3000
4000

$ 14,000
31,200
53,100
3.12000

1000
2000

3000
4000

r30oo

$52.00
50.00
48.00
45.00

$ 52,000
100,000
144,000
1811,000

$ 38,000
68,800

90,900
103 000

5000 113,600
163,200
221,000

44.001 1220,000 103liggi
6000
7000

6000
7000

42.00
40.00

252,000
280,000

03,800
59,000

Thus, the monopolist will restrict output in order to maximize total profits.

We x

demand decreases. The monopolist confors to change in coaumer demand in the

and price when demand increases, by reducing quantity supplied and price when

the monopolist will react to changes in demand by 1.neeasing quantity supplied

e can gene;7alize from this example to predict that in a monopoly market
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'1 in the law or u:,ply deLln0. Th

bet:,e0 eoniv,zc of the monopolist and that' of ck;:,peiiLive 1-11= is thOL

restricting 71:crnsc in quantity sold, the monopolist can make higher total

profits. In oOdition, when demand goes up ard price ao0 p,-ofi-s increase, mono-

poly pia fits yill rcsain high, whereas in a competitive r.i:Irket the extra profits

arc competed ewy by entry of new sellers into the parket.

We can nako a similar analysis of the effects of changing supply conditions.

Suppose that wngeJ inec:Lse by 1570. This increase in the cost of labor will cause

total cost: to thcrea:.e. With these higher costs, it is likely that the level

of output at which tot;11 profits are greatest will now be smaller and that the

monopolist will raise the price. Without: working out a specific e::ample, you

can use Table 2 to see that this is likely to be the case.

If costs decline, the monopolist will increase output and will lower price.

But probz:bly, the reduced costs will also increase totol profit: because the mono-

polist will not pass all of the reduced costs on to the consumer. And, in contrast

to the case of perfect competition, the price will not be forced down to the

point whore all of the reduced cost will be passed on to the consumer.

Thus, as in the case of a change in demand, the law of supply and demand

can be used to predict the effect of a change in market supply on price and quan-

tity sold in a monopoly market. However, due to the fact that the monopolist is

protected from competition because it is impossible for another firm to enter the

market, any increase in profits will not be competed away in the long-run to

insure that output is sold to the consumer at the lowest possible price.

Product. Oualiti and Production Efficieney_in a Monopoly Market

How efficient are monopolists and to what extent does a monopolist try

to provide the consumer with high quality output?

From what we have said so far, it should be clear that for a btraness with a

monopoly, profits will be higher if costs are as low as possible en if the firm

tries its best to give consumers what they want by providing high quality products.
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There ;-!1,, t\.e ;:.ef,ods, however, 1:h effic5,_..ncy and qucji.ty miht undez

couditiorL of mouo,:oly than under conditcns (if pr=rf1,0-

rirst, I i m)noeulist is making substantial profit and if the;:e is no

real possibility tb:n.' some other firm will be able to brez-; into the marLet,

then it js ric,t necessary fo:. the monopoly firth to worry corn:tautly al)out

costs and imyroviu:., quzjity. One effect of competition between producers if, to

keep pr(,ducer!. on C.nAr toes; if filth: do not introduce new known methods or

.improveuts in the product, their p:o;its will decline and perhaps disappear.

A monopolist does not have to face such competition and therefore can be more

abo9t 1,1:)kng improverents in production and product quality.

Second, a monopolist mhy well want to make the most of the potential mono-

poly profit!:, and may well use profits to invent new production techniques or

improved prodoci:. Even so, the monopolist may not actually introduce these new

inventions an soon as they are discovered. Rather, management may delay intro-

ducing the new technique or product if the innovation requires the firm to invest

in new Machinery or buildings. if there is no cempctition to worry about, the

firm can wait to make the new improvement until the existing machinery and build-

ings are worn u;.. Vhy should the firm invest in new machinery when the existing

machines still have plenty of life in them?

Thus, the monopolist may well spend profits inventing new products and pro-

cesses, but he has some leeway in introducing these inventions and c:..n plan invest-

ment SD as to mn zimize 1.cofits. Froa one point of view this ability of a mono-

polist to tine innovations is bad for the consumer, because consumer.; do not get

the new product or lower costs as quieldy as they would if there were more seller

competition. From another point of vie.7, one can argue that the monopolist

conserves resources by planning investment more rationally and that the consumer

is better. off than he would be if competition forced producers to innovate con-

stantly, thereby using up scarce resources trying to make insignificant improvements

-00m-
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p1o d( 7 X;C! better mouse tJ '.:ho Lis vre;1,

Ila;) tbc 01(1 , kiod, c:r uith wa!ting another ;or the ne,7

mw'el, IL by waiting \7c_ save resoces?

LiiC-; to th.' Aflount Profits

iqopop:)lis;:s ..,sually cannot co:Apletely escape competftiou. Tiley face cempa-
,

titioa .r.roo t,ther :.ndosLries which produce substitute products. For instance,

befc.-c World 1.;n:. II Alcoa (Aluminum Company of America) was the sole U.S.

producer Oi. aluIlliw,a ingot, and although there was no competition in the aluminun

Ali O:: Tr.cecl cor. from other primary metal producers such as

copper and steel 1,:-oducers. For some aluminum uses where there e;:istod substi-

tutes, co:,:pet1tioa was severe (aluminum wire) whereas for other uses Alcoa had

pi cLically no cc;Ipetitioa (airplane pl-o(iuction).

The amount of profits a monopolist can earn is directly affected by the

exLcat of co::TeLiLion Cron other rar::ets . This outside competitioa shows up

in the mnrket demend. If there arc close substitutes for what the monopolist

sells, then lor%et dem2nd will be fairly elastic in the usual price range. Be-

cause copper wire is a substitute for aluminum wire, the market demand for

aluminum wf.re will be elastic. A small percentage change in price will bring

about n larger percentage charge in quantity sold. The monopolist cannot raise

price r,uch without a significant drop 1.n the amount of wire sold.

I: the monopolist's market demand is elastic, the monopolist cannot,raise

price significantly by restricting sales; therefore monopoly profits will not

1)(; Loo marl:et demand is inelastic by restricting the amount available

for sale the monopoly witl force price up quite a bit, thus increasirg profits.

For instance, a lone gas station in an isolated community can raise gas

prices way afoov:: the prices charged in a large town where there are rany gas

statiois and still. not curtail the amount of as sold by very much. Assuming



the:x caou:h hu:,insf; in tm:n, the gas sLatien me.naer cen .i-icroane his

111.r, : I ntly 17 raising ths tL;Tvc. is

another 1 l la: to profits because another person could go into bune::s pretty

easily iE it ver poi;sihle to make considerable profits,)

GencT:Illy speking the more elastic demand, the lowcr the monopoly profits--

there is not mileb difference between the product price and the cost per unit to

produce CI., plod,ict. The less elastic ,-,he market demand, tip.: higiler the monopoly

plofiLsthere in a fairly large marL.,in of profit between the price ond the per

unit cost of production. The desert gas station proprietor c:11) charge 10c a

gallon above e,:'st. per gallo< (after allowing for all costs) and make. a handsome

profit. However, the town grocer, %. ho is also a monopolist, ean only mark

prices slightly higher than city prices because people will drive into the city

to shop if his prices get too far out of line.

Monopoly ice Discrimination. Monopolists can sometimes increose profits

if they can effectively divide up buyers according to the buyers' demand elas-

ticity for the product. The monopolist can then charge some buyers a higher

price than others, thereby increasing total profits more than would be possible

if only one price were charged. This practice of charging different buyers differ-

ent prises for the some product is called PRICE DISCRIMINATION.

Often a monopolist can use price discrimination because different buyers

buy sli.ghtly different products. For instance, in the case of Alcoa4electronics

firms 1uy alu,ilinum wire vhile airplane manufacturers buy alulirim shret. If the

price of aluminum wire per pound is cheaper than the price of a pound of alumi-

num sheet, it doesn't: do the plane manufacturer much good.

in this case ne price difference between aluminum wire and shet aluminum

t99oKdered

c

an c::ample of price discrimination if the mar%-up abov., costs is

higher. If it costs more to p;:oduce -iglect aluminum than aluminum wire a price



-
at a price vhick will brirc; the highest total profit. In order, to maxini%c

C:i;)oc,:!cc Lo OlLiorcn;_c 1

vvor

it 11.hopoli:L pAice :t11;t10v,, it ill ol;c a T.:Ark-up on

Lhr:L if

the goods the hoier:: with tAe dPrrl..:L;(1, In the ciiee of oluminwo

dot:' n:1 sec.L hi airpl:tae reiative3y

wos the c!lc:dost it ht available. Thcrrorc, bile rIztr up could be

or thcce o:hcr chT sur,LiLute:;, the

h c,,n!.ieerably

Now le3taLe and an:,\..c the question:: posed at the beginning of

the ch:Ipt: to t.ul a;i;:e the major ton::ences of mo:.o poly warke'c conduct and per-

forw,;icc,:

p: ice e.etermined?

The sei:s price directly, or indirectly throu 1 restrictin sup 1y,

profit:: the kionopolist must know what: the market demand for the product is.

Then given til is information and infL.rmation about Costs of production at

difercat output le,,:cals, the firm can set the price to ma;:imize profits.

The difference between the pu:;::! monopolist and the pure competitor is that

because the monopoliF.t supplies the total market, by choosing lAuch to

sell, the monop)list also chooses the price. This is beta- se the buyers

pur,..twe 01:put at hir,hel: prices. 'Yo keep the price igh, the monopo
list. has only t.t rcstrict the a4loont available to the quant.ty people wilt-,

2. When do prices change? ("`Guy at the cl.erlieLt

Prices chats ,e. in response to cha!IL;es in deir,:ind or supply co,Iditions in the

directions pycCictc-d by the law of rupply and demand. flowerer, prices do

not chan,gc in response to entry or exit of competitiors. TY:cause there are

no coic;:,etitols in the market :.Led there if., no possih5lity of entry, if the

tJnopolif: is cdrnig excessive profits, new producer!: cannot enter to

inerc.lse market supply and to redhce prier, and 0.-7.cer.s prof:it:5,
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.1 .1, ,

ti
Ti)( I tr) co ;cL].:T. :

with c;11:1Hty S he :is i.nu.wr.i io profit:- fle3ver, there

ib 110 1c.1 C.,"iL(fr,..1 LC.; 0,;c LC) O flue t;): usin3

the Lt :t or h,..; LI)e pro:!uc.ts

there a,-. i . L5. i 2. 2;.t.1: tr.

VIICH Lu 511: Eo(IUCC a 11,:!W

produet 01 l0 CKiVl1 pr,NCiteLLon t:o 1-.1);:c fle cnn wait

until c:;!.t.171,. r or at tinLil the ittvst-

mInt r"co,,,O, in !,1;(;1-,, Cw-,-c are no 1.1:,r1-,ct cor:IpcLitive

pr..ts:,nr,-,-:.; to 1.(list to In2xii..1:.,:e efficiency or to

innova.to c,-,1:;m1,1]y illArIliLy of theth ooc1s or seivices. roe

pon,,:pol> jn,,vativ, but it does no'.: i:ave to be to

5111ViVC.

4. flow resource:; alloctecl? Fro;(, the forezo.inL, analysis it

should be clear th,.t: price is iii;Iiei and output is less per day than it would

be if tne operatcC. at the sa,,,c1 scale of production but in a com-

petitive The Is restricts oui.put in order to sell at a biLher

price and at hi.: total pr355t. In oddition, the absence of competitive

th at there are no cost or gn:-.lit_y standards set by the market

co 1:111ch the produ:cr must eonfor!..1; te..eforc, costs can be hil'Her thnn they

:111.2.ht be if the prJducer had so:.le eolopetitioi .

iosnpoiy onrkets d, not oper,ILe to make cons l soveren--L1( produce what

buyers wilt at the lowest possible cost and [rice. Neverthele:s, consumers

have an effect on 7onopoly and output decisions. Conslmer dcoand is

IOJ



t,, pi;c- ( :c;ty of (;. .1.(4 IC ; ,Au(YkL, if tho

produc.L ha: (1;:!;tioity, t';

OL')(:) lb' ir1:1 quic!dy 2fl i.00t1 ly

., LH: price by thr:. y..rodiict

or in pro,'..oc i t 0cIO- 3 1:1)e p 1.cducz. a I o.,.c2v ce1an:.1 el.a;-, tic ity ,

the firA cn,) Lo cha,ILI3 irk 1,!;,:r!--el: cond.7..tiens.

5. Doe:.; a noskeL opo2-avo like cy'Jcipet5 c systo,a? One could think

of a 1..ono-,.)01L/ cyho-,.netic to miy.itY./..c p:ofit!: or to attain some

rylr,surc;]:, of nee; iC.1 cop:;truct: a model dc.;cribing how the

CC') ld b..-.L\' e to acHc,, .,,oc1.)---iiou..!01:2 in a monopoly mark(..:t

theie no ,:1;c1onicc1 and p:,..chonism--competiton--u.hich

forces to adju;',:. to con:,u:ncr dcm:Ind to pcoviCe consnmors

want- at Lie loof,r possible co::c_. Tbc monopoly miL;ht be a cy.,ernetic

sy; L:c:, I.o 1::17.1:;o profits, ho doesn tt have to he. There are no compoti-
,...

t) V' vioh rc:quife to mi.n.f...nize eostf, and \vhic:1 force the pioo

down to Lhi r1:11ir.y.0 c virtu n of a purely colp2titivc market

cconc:::y 5.!3 that_ thc invisible i;a:Ld of the marker operaLof; to protect the

auf, to p2.1:c him kio of the econow. Thin invis5ble hand is

producer and cc,usu,,er compctLitioll cmd there is no ccopinL; it for the pure

eompatitcyl:. On thu other hand, in a pure mar.)poly market, thei2 is no direct

isiblc hand. The buyer bc.tre.!
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ECON 12
UNIT 11 CHAPTER 13

THE ORGANIZATION OF IMPERFECTLY COMPETITIVE MARKETS

1. Introduction

In this and the following chapter we study industry organization, the

field of economics which applies and extends market theory to the empirical

study of U.S. industries.

In previous chapters we derived the competitive conduct and long-run

performance of pure competition and pure monopoly from our assumptions about

the market's structure--its supply and demand conditions. This analysis

should have given you some insights into the mechanics of how a market

system allocates resources. However, we cannot draw conclusions about U.S.

market operation from the analysis of pure markets alone, because the condi-

tions of pure competition and pure monopoly do not exist in many U.S. markets

today. Most markets are imperfectly competitive--market structure (the

demand and supply conditions) lies somewhere between the two extremes.

The objective of industrial organization studies is to learn how markets

actually operate and TO reach general conclusions (theories) which permit us

to predict conduct and performance in markets which are imperfectly competi-

tive. Just as is the case in the pure models, you will find that the success

of an industry in turning in a good performance for owners or for the public

depends on the structural characteristics of the industry--the number of

firms and the relative market power of the largest ones, the ability of new

firms to enter the market, the nature of the good or service sold, the type

of buyers, the rate of growth in market demand.

One can .judge an industry's performance from the point of view of the

market sellers who want to maximize their profits, or from the point of view
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of the public. The basis of judginy on imiusiry's service to tne general

public is how industry action promotes the economic goals of our society,

namely, freedom, justice, progress, stability and security. In general, as

you might expect from what you already know about the pure markets, the more

market structure resembles monopoly the less well these goals are achieved

from the point of view of the general public. One important purpose in under-

taking industrial organization studies is to determine the extent of competi-

tion and monopoly in our market system and the effect of this existing market

structure on the quality of American economic life. Answers to these questions

are crucial to public policy con-i:nrations about the need for government con-

trol over business uctivi-:-y.

Indeed one's vic..s of how just, free, progressive, stable our economy is

and how great is the r.--;ed government controls over business depend on con-

clusions about the prai;ing market organization of U.S. industry. For

instance, conservatives favor reducinggovernment controls over business because

they are convinced t':;at cc-petitiye markets al!ocate resources to satisfy

consiner d-. nand, govr ient interference in markets reduces efficiency

and that competitive markets predominate in the U.S. market systc.m. Liberals,

v!ho favor using gov::rr7 t controls over markets, also believe that competitive

marketsare good alio'-:3t -s, but they are convinced that most important markets

in the U.S. ac.e d a few large farms and that, by and large, govern-

ment operates to promote the public welfare. Those on the radical left advocate

a complete restructuring of the economy on the grounds that American industry

is dominated by big business which, in turn, is controlled by a ruling class

of managers and major stockholders, and that government intervention, cannot

effectively protect the public because the ruling class leaders gain control over

the government regulators.
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lnclustry crganizat;ori dl leek ihe dchievemenf OT aii rive basic economic

goals to some degree, but the greatest impact is on progress and stability. An

economy which is stable and progressive maintains a steady rate of growth, full-

employment of its manpower and capital rescurces, price stability and a continued

improvement in the satisfaction of its population's wants. To achieve these

goals, industries must be efficient; they must notemploy too many or too few

resources. This requires firms to produce at low costs--to operate at full

capacity, conserve raw materials and manpower, choose the most efficient mode of

production. They should also be progressive--they should invest in efficient

human and capital resources, raise the quality and variety of goods and services

available for consumption and improve the technology of production. Finally,

markets should operate so that price.; are flexible--so that changes in consumer

demand or supply conditions cause prices to change, thereby causing resources to

move in and out of markets. When demand drops, workers and capital should leave

the industry and enter other markets where demand is increasing. Because price

flexibility helps to maintain full employment of the nation's resources without

inflation, market competition which contributes to flexible prices also contributes

to the over-all goal of stability.

The study of industry ornanization necessarily culminates in an examination

of our public policy related to industry regulation and control. What controls

exist? Are they necessary? Do they work to enable and en'-ourage businesses to

conduct their affairs so as 1c perform well from the public's point of view? Are

the policies self-consistent, do they need to be changed? WoUid the proposed

changes be any more effective?

Befcre we can turn to the heady subject of public policy, however, it is

necessary to get some background experience studying U.S. market operation. This

chapter introduces the terminology of industry organization which will f.ermit
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ycu to study actual industries. In p:11-ticor we w!!! (!) !-3.4

businesses are classified into industries; (2) define and illustrate the major

market structure characteristics wnich permit us to differentiate between different

kinds of markets; (3) give a system for classifying markets according to the

degree of market competition; (4) define and illustrate the major classes of

competitive conduct between businesses; and (5) give the long-run performance

characterisl;cs which describe the extent to which industry conduct promotes

progress and stability.

II. Defining an Industry

An industry is a group of finms which compete to sell the same or a similar

good or service. Here 'compete' is the crucial word; business firms are in the

same industry if they compete in the same market--if they are highly sensitive

to each others' market behavior but are not sensitive to the behavior of firms

in another industry. If firms are corrctly classified together as one industry,

then each firm in the industry is affected by pricing, advertising, packaging,

product changes of other firms in the same industry, but relatively unaffected

by the same kinds of behavior of firms outside their industry.

An industry is defined in terms of the market for the good or service of

that industry. In this sense, the terms industry and market are used inter-

changeably. The automobile industry can be referred to as the automobile market

ano when we speak of indusrry structure or market structure, we mean the same

thing--the characteristics of the firms which supply a particular market.

It I5 easy to define a market or industry when we are studying a model market,

because we create the market by setting up our assumptions about the kinds of

businesses in the market. Unfortunately, for a least three reasons it is not

easy to divide up real businesses into distinct industti-es (markets).

First, in pure compeliton and pure monopoly models we can set up he model
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so that each good or service is distinct, really different from every other one,

and we can assume that each is sold in a different market. However, when it comes

to identifying real markets, we find that firms in the same industry often do

not sell exactly identical goods or services. Each toothpaste manufacturer sells

a slightly different product. The toothpaste smells or tastes or looks different,

it is packaged differently, it has a different brand name, different advertising

is used to sell it. Yet all toothpaste producers are obviously competing in the

same market. These differences in the product are even more apparent when the

thing sold is a service. Each record store provides slightly different services

in selling records. The choice of records may be different, the sales people

are different, the location is different, each store has slightly different rules

about selling on credit or accepting checks, etc. Even gas stations which seem

to provide identical services (down to clean restrooms) do not, mainly because

they are more-or-less conveniently located when you need gas. As soon as we

recognize that firms in the same market sell similar but not always identical

goods and services, we are faced with the problem of defining how similar products

must be to be classified in the same market or industry. We will refer to this

as establishing horizontal industry boundaries, defining how close a substitute

products in the same industry are for each other.

A second problem is to establish vertical industry boundaries. Because of

specialization, many products are parts of finished goods or are materials which

go into the production of finished goods. Inputs go through several stages of

production before a final output - -a car, a pair of shoes, a lathe--is produced.

Even though the output of each stage may be sold in a separate market, often there

are vertically integrated firms which produce and sell in each of these markets.

For example, the large steel firms are vertically integrated; they sell steel

at all stages of production from ingots to finished steel prepared to exact

-90-

1OG



customer specifications. In addition, they may own iron mines, coal mines and

transportation facilities for hauling materials and finished output. The larger

producers like U.S. Steel compete in almost all of these marekts, while smaller,

"independent" steel companies may sell in only one or two markets. The question

to settle in deciding on vertical industry boundaries is how many stages of

production should be included in one market or industry. If the stages are

separated into different industries, then the sales of large, integrated frims

like U.S. Steel have to be split up somehow.

Finally, geographic boundaries define an industry. This was discussed in

Chapter 8 when we defined markets and distinguished between local, regional and

national markets. The geographic boundary of a market is the area containing

most competing buyers and sellers. For many reasons, competition may be limited

to local or regional areas. For instance, some products are expensive to

transport, relative to their cost of production. This high transportation cost

permits local producers to sell the product for a lower price than more distant

producers. Beer and cement are both sold in regional markets for this reason.

in the.case of beer, national brands such as Schutz and Budweiser compete in

regional markets with local brands such as Reingold in New York and Lucky in

California. Another example of regional markets are the radio and television

industries where technical transmitting limitations and state laws have created

local stations which can affiliate with ARC, CBS and NBC. The local stations

compete with each other for listeners, as do the national broadcasters.

To 'summarize, there are three kinds of boundary problems in setting up rules

to define industries and to classify firms into these industries: first, the

need to establish horizontal Jimits which define how close substitutes goods or

service must be to be cIssi.fied In the same industry; second, the need to set

vertical limits on the number of stages of production of one kind of croduct to
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include as une industry; and third, the geographic limits to use in defining

markets. For purposes of empirical investigation, manufacturing industries are

usually defined using the Standard Industry Classification System developed by

experts in government and business. It divides firms into major manufacturing

industries (twenty) which are then subdivided into more narrowly defined indus-

tries, each of which are further redefined into even more narrowly defined indus-

try classes. In all, there Elre seven levels or gradations of industry classifi-

cations. This permit; the researcher to study very broadly or very narrowly

defined industries, depending on the purpose of the study. In this course, we

will stick to broadly d3fined industries like aluminum and car manufacture.

Each of these industries includes several subindustries or markets--all tied

together because they produce at some stage of production of the final product or

because they produce substitute products (different kinds of motor vehicles or

aluminum products).

III. Industry or Market Structure

The structure of an industry (or market) refers to the supply and demand

conditions in the industry, the characteristics which describe industry organiza-

tion and competitive conditions. The most important categories used to describe

an industry's structure are: (1) market concentration, (2) barriers to entry,

(3) product differentiation, (4: price elasticity of demand, (5) growth rate of

demand for the industry pr6ducts. The first two describe basic industry supply

conditions and the last three are demand conditions:

An industry's structure (the above conditions) change gradually over time

with changing consumer tastes, industry technology and market strength of indi-

vidual competitors. Because they describe the competitive environment in which

business executives operate. in making pricing, production and sales decisions,

information about these characteristics will permit us to predict the competitive
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conduct of firms in an industry.

Market Concentration

Market concentration describes the relative size of the largest sellers

in a market. Industry concentration is measured by calculating the percentage

of total industry sales or employment made by the largest firms. These

concentration ratios are usually given for the four largest, the eight largest

and the twenty largest firms--that is, the percentage of sales of the industry

product which is controlled by the largest four firms, the largest eight firms.

and the largest twenty firms. Jsing any one of these, a monopoly would have a

concentration ratio of 100% because one firm has all of the sales, whereas even

the largest twenty firms in a purely competitive industry would account or less

than 1% of industry sales.

Economists categorize industries according to the degree of concentration,

as measured by concentration ratios, ranging from pure monopoly with concentration

ratios of 100%, through various kinds of imperfect competition with ratios less

than 100%, to pure competition where the concentration ratio is almost lero.

Table I gives concentration ratios of selected industries for 1958.

Concentration ratios give only a gross (and sometimes inaccurate) general

measure of the relative power of the large firms in any industry; they do not

tell the whole story of industry concentration. Even with industries. with identi-

cal concentration ratios there can be great differences. For example, Industry

A and Industry B might both have concentration ratios for the largest firms of:

80%. ih Industry A, the four largest firms each control 20% of sales, while in

Industry B, the largest firm has 65% of the market and the other three have 5%

each. In Industry B, the number one firm dominates the industry, while in the.

first industry four firms dominate the industry.' Competitive behavior of the

firms Will be quite different as a result.
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TABLE I

Percent of Shipments Accounted for by Large Manufacturing Companies
Selected Industries, 1955

Value of Shipments

Industry

Number
of

Companies
Total

(mil dol)

percent made by--
4 largest
companies

8 largest
companies

Motor Vehicles and Parts 989 6,419 75 81

Blast Furnaces and Steel Mills 148 5,980 53 70
Fluid Milk 5,008 5,802 23 29
Newspapers 7,947 3,616 17 24

Aircraft 113 3,376 59 83

Sawmills and Planing Mills 15,731 3,158 8 12

Radios and Related Products 1,797 2,553 27 38

Tires and Inner Tubes 38 2,272 74 88
Cigarettes 12 2,159 79 99+
Beer and Ale 211 1,980 28 44

Flour and Meal 703 1,970 38 51

Paints and Varnishes 1,428 1,736 25 36

Moat Packing Plants 2,646 1,677 34 46

Tractors 109 1,576 69 90
Bottled Soft Drinks 3,989 1,435 II 15

Motors and Grn ::.tors 317 1,360 47 56

Aluminum Rolling and Drawing 139 1,347 78 85

ElectriciI Control Apparatus 508 1,337 49 65

Wood Furniture, Not Upholstered 2,742 1,311 9 13

Mr-m's and Boys' Suits and Coats 1,275 1,261 II 19

Source: Department of Commerce, Bureau of the Census



Furthermore, because of difficulties in defining the boundaries of an

industry, concentration ratios do not always give an accurate description of the

relative importance in the market of the largest firms. Usually, concentration

ratios are calculated from estimates of the market value of shipments of firms

classified in that industry for the whole country. If the product is sold

primarily in local or regional markets, there may be only a few firms selling

the industry output in one region, but hundreds of producers in the nation, each

contributing a small proportion of national sales. In such a case national

concentration ratios would show that the largest firms account for a small per-

cent of total shipments, suggesting much less concentration than actually exists

in the local or regional markets

Despite the problems of measuring concentration, it is a very important

industry characteristic and the industry researcher must try to get an

accurate picture of the relative importance of the 'firms competing in the indus-

try. The higher the concentration in an industry, the greater is the possibility

that the industry will be able to maintain high enough prices to produce excess

profits for the firms in the industry. Higher than normal profits fora whole

industry indicate that too few resources are flowing into the industry and that

prices are inflexible.

Barriers to Entry

By barriers to entry we mean any industry supply or demand condition which

makes it difficult for new firms to enter into market competition with the firms

already in the industry. While measures of concentration indicate the current

strength of the largest firms in an industry, the extent and effectiveness of

barriers to entry indicate the probable success of these firms in maintaining their

current market position. There are five general kinds of barriers to entry; the

first four are supply conditions, the last Is a demand condition: (I) existence
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of economies of scale; (2) high capital requirements for entering and remaining

in the industry; (3) existing firms' absolute cost advantages because of their

control over essential resources, manpower and know-how, or production methods;

(4) laws which bar or limit competitors from entering the industry; (5) ability

to differentiate the product.

Economies of scale. There are economies of scale when the most efficient

size production operation is very large. Here 'scale' refers to the size of

the factory or stone or construction firm or mining company. Economies of scale

means that there is lower production cost per unit with a large scale production

operation than with smaller scale operation. It would probably cost several

thousand dollars for a small body shop to buy and assemble all the parts to pro-

duce a new Ford, but Ford Motor Company mass produces cars so that the dealer

can sell some models for less than $3000. The optimum sized automobile assembly

plant requires a production level between 300,000 to 600,000 cars per year--

approximately 3 to 6% of 1965 output. One factory can produce most of the motor

blocks needed for one automobile company.

There are economies of scale in nonmanufacturing industries as well.

Largo grocery store chains have an advantage over smaller competitors because

they can buy much larger quantities and receive a discount. Large trucking

firms can afford to operate warehouses because of the volume of their business.

Large banks have enough depositors and borrowers to permit them to use computer

equipment to reduce the accounting costs of running a bank.

Capital requirements for entering and staying in business. In industries

where there are economies of scale, going into business requires enormous amounts

of capital, including large amounts of money to meet losses which will probably

be incurrod during the'first years when the firm is establishing itself. Once

in business there are large capital requirements for expansion of production
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facilities, for research and development, for advertising campaigns, etc.

To use the aluminum industry as an example this time, in the 1950's a new

aluminum producer, Ormet, was organized to produce at the first three stages of

production of aluminum (bauxite mining, bauxite refining into alumina, reduction of

alumina into aluminum ingots). Ormet's integrated facilities for stages one to

three was reported to cost $224 million; in addition, they required $17.5 million

in working capital. To finance the project, Ormet borrowed $100 million from

ten banks and sold another $100 million of bonds to a group of investors. Olin

Mathieson Chemical Ccrporation and Revere Copper and Brass, Inc., the founder

and joint owners of the new company, provided the remaining financing.

Absolute cost ndvantages of existing firms. A firm has an absolute cost

advantage over another firm if its cost per unit of output is lower than a

competitor's, even when both firms operate at the same scale of production. In

this case, economies of scale do not explain the lower cost per unit. Absolute

cost advantages exist when a firm controls essential or superior resources or

processes used in production. This could include control over raw materials,

skilled labor, talented engineers, managers, patent rights to some important

production process or kind of capital equipment. Any of these conditions help

create cost disadvahtages for new firms, because they must pay higher prices

for resources, or get along with more inferior inputs or production processes.

Up to World War II Aluminum Company of America (Alcoa) had a virtual monopoly

due partly to Alcoa's success in gaining rights over Important patents on aluminum

production, which increase' rival costs because they must buy royalties for the

right to use the proceSses. In addition, AlCoa gained control of two important

resources--bauxite and electric power. Although bauxite can be found almost

anywhere, rich deposits do not occur everywhere, and the ore is heavy, therefore

costly to transport any distance. Bauxite must be refined into alumina, then
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the alumina powder is turned into aluminum metal through an electrolytic process

requiring huge amounts of electricity. In the early part of this century the

electricity was generated in privately constructed hydroelectric plants--plants

which had to bu located where the water power was and at private expense. Alcoa

bought up most of the bauxite deposits and water power sites which were near

each other, thereby assuring herself the cheapest supply of two basic inputs in

the production process.

Laws restricting entry into an industry. Government action can protect firms

in an industry from further competition, or can restrict the number of compe-

titors which enter the industry. To protect the interests of inventors who often

invest much time and money to create a new product or process, the government

grants patents which prohibit others from reproducing the product or using the

process without the permission of the patent owner. Patents have a seventeen

year life and can be renewed for an additional seventeen years; however, they

rarely give the owners protection for thirty-four years. If a new invention is

profitable, it is often possible to figure out how to copy and change it enough

to get around the patents. Nevertheless, patents afford some protection from

competition.

Another form of government protection is licensing and permit laws. Lawyers,

doctors, public accountants, electricians, insurance brokers, real ostate brokers,

engineers, etc., cannot practice their profession or occupation without a license.

Licensing often requires the person to meet certain training and experience

standards, and entry of new businesses is restricted by government laws requiring

new businesses to have a license to operate. Bars and restaurants in most states

cannot sell liquor without a license and, in addition, the state limits the num-

ber of licenses. New airlines and trucking firms operating between states must

be licensed by the Federal Government. In most industries providing public
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utilities (electric and gas power, water, telephones), firms cannot start in

business without government sanction. Tariffs,, excise taxes on imported goods,

are another kind of government restriction of competition. In this case,

American consumers pay a tax on imported goods which will raise import prices

relative to prices of the domestic good.

Ability to differentiate the product. By product differentiation we mean

the ability of a seller to convince his customers that the company's product

or service is different from that supplied by competing companies. Soap, razor

blades, toothpaste, washing machines, automobiles--almost any consumer good or

service--are differentiated products. It is important to emphasize that the

term differentiation does not necessarily refer to the physical characteristics

of the products, since they may be practically indistinguishable. (Try the

blindfold test on five brands of powdered coffee, or three brands of stainless

steel razor blades, or Post versus Kellogg corn flakes, and see for yourself

if you can find real physical differences.) Differentiation refers to anything'

which convinces the buyer that there is a difference between competing goods or

services: advertising, packaging, style differences, differences in quality,

different brand names, differences in servicing, etc.

In industries where product differentiation is possible, each business

necessarily tries to convince buyers that its. product or service is different, and,

of course, superior to that of competitors. The higher the degree of consumer

loyalty to a firm's product--the extent to which.people would rather fight than

switch to a new brand--the harder it is for a new firm to enter into competition

with the older firms. The new cigarette manufacturer must win over customers

from the older competitors. This may be possible, but it will certainly

mean heavy advertising' and.selling expenses, or it may require the new firm to

offer the,product for sale at a much lower than usual price. 'Anyway you look
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41- it, the new firm wiii probably be at a disadvantage.

Product Differentiation as a Major Market Structure Characteristic

Not all products can be differentiated; some businesses sell essentially

standardized products--something like wheat, bricks, steel ingots, pipe,

heavy machinery built to exact specification. These goods are seen by buyers

as 'standardized.' Thy t.uyers don't see any difference between one seller's

product and another's; advertising and brand names won't even convince them of

a difference. Standardized products are usually agricuttural commodities, minerals,

construction materials, machinery, semifinished products. Whereas differentiated

products are often consumer goods, standardized products are usually bought by

producers to be used in some further production process. Businessmen are inter-

ested in the actual physical characteristics of the good and, therefore, they

are not affected by advertising, packaging, etc.

This quality of the good or service, whether or not it is standardized or

differentiated, is a very important demand condition; it is a characteristic of

the market which profoundly affects competitive behavior of firms in the ioduk

try. If ii is possible to differentiate the product, then the business will find

it profitable or necessary to angage in advertising, to constantly improve or

change the looks or quality of the product, to provide various new services to

customers, etc. We will see !ater that we can categorize markets according to

this demand characteristic.

Price Elasticity of Demand

As you know, price elasticity of demand measures how responsive buyers are

to changes in price. If small percentage changes in price cause large percentage

changes in the amount of the product whic' is sold, then demand is elastic. If

buyers are relatively unresponsive to .,.4ce changes, then demand is inelastic.



High price elasticity is generally found in markets where the product price

is significantly high for the buyer to take buying the product seriously, where

the product has close substitutes and where it is a luxury. Building materials

demand is price elastic. A builder can choose from several varieties of roofing- -

shingles, shakes, composition slate, tile, etc. Window frames can be made of

wood, steel, aluminum, and the interior walls can be finished with lath and plas-

ter, plaster board or synthetic panelling, etc. Each of these products must

be competitively priced; firms producing for these markets cannot quote prices

which are out of line.

A basic industrial product like steel has a low price elasticity of demand.

It is -5'necessary ingredient in an enoumous variety of manufactured articles,

and the steel component of most manufactured products represents a small portion

of the cost of the product. For example, there is only about $160.worth of

steel in an automobile and this represents about 6% of the total cost. Further-

more, because the price of steel is low compared with substitutes, there is

very little substitution of other materials for many steel uses.

In general; price elasticity is related to the extent of price competition.

ElasTic demand means that there are close substitutes, which means that the firms

in the industry can increase sales considerably by a small price drop. For

instance, aluminum manufacturers may be able to draw customers away from copper

wire by reducing the price of aluminum wire slightly. Then, within an industry,

each firm produces a product which is a vary close substitutefor or identica: to

that produced by other firms in that industry. Therefore, each competitor in

an industry has a very elastic demand' Curve. If one producer in an industry

reduces price, that firm can capture vistoMers from other firms in the same

industry. Whether or not price competition is advisable depends on other market

characteristics which we will study later. Here it is enough to see that the



effectiveness of raising or lowering prices depends on both market price elasti-

city and the price elasticity of demand of the firm's own porlion of the market.

The Rate of Growth of Demand

How fast sales are expanding from year to year is another important market

structural characteristic which affects competitive behavior in the industry.

Young industries gererally grow fast, often at the expense of older industries.

The airlines have taken passenger business away from the railroads; the trucking

industry has taken cargo business away from them. Compared to older industries,

the younger growing industries often are less troubled by changes in general

business conditions; thus they have the advantage of more rapid growth and

greater stability in sales from year to year.

As is the case with price elasticity of demand, growth rate in demand for

an industry's product effects both competition between firms in the industry

and competition with other industries. For instance, firms in fast growing

industries are likely to be aggressive competitors with firms in other industries

and they may or may not compete actively with each other for the new business.

Firms In the industry may all lower prices or offer other inducements to get

business away from arother industry, Or, as was the case in the automobile

Industry, by introducing more and more efficient assembly procedures the whole

industry may be able to lower the price so that the general public falls in love

with the new product. Competition in the auto industry changed radically around

1925 because by that time most families owned a car; after 1925 auto manufacturers

were competing with each other for a much lower growing market.

Summary

The market structure characteristics described above describe the major

supply and demand conditions which determine competitive conduct of the firms

in an industry. The most general measure of the degree of competition in an
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industry i5 industry cLmeeniration, the relative size of the largest firms in the

industry. You will find that, in general, high concentration means high profit.

The other elements of market structure which influence conduct and performance

are:

Barriers to entry. the characteristics of a market which make it
difficult for new firms to enter the industry

Product differentiation - the ability of firms in an industry to
make a standard product desirable to consumers and, in so

doing, gain customer loyalty to the product

Demand elast;cil-y. - the degree of customer response to a product
when the price changes. if a small change in price leads to
a large change in the amount sold, the product has an elastic
demand. If there is little change in demand when the price
changes, the product has an inelastic demand.

Growth rai2 o do7.--;nd The rate at which demand for an industry's
product cr()--. The conduct of firms in an industry will be
influenc:d by whether the growth rate of demand for the pro-
.duct is high or low.

IV. Classifying r-rkets According to the Degree and Type of Competition

We will classify industries into five types of industries, categorized

according to the dcgreL: and kind of market competition. Ranked by degree of

competition, th-)so.marKet typos ore: pure competition,! monopolistic competi-

tion, type I oligopoly, type 2 oligopoly, pure monopoly. The three market types

between pure mon-Jpo!y ond purr?, co;.petition are all examples of imperfect compe-

tition and tnese are -fte categories into which virtually all industries fall.

The three market stru.:lure characteristics--degree of.market concentration,

the effectiveness of b7irric-s to entry and the possibilities for product

differentiation--are used to classify industries into the five markets. Generally

speaking, the greater th.: degree of concentration, the more effective the

barriers to entry, the greater the extent of product differentiation, the greater

the market power of the dominant firms in the industry. Table 2 describes this

ranking, the relation of tha -three imperfectly competitive market types to the
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pure forms. The industries are listed in column 1 from most to least competi-

tive. Note that as concentration, barriers to entry and product differentiation

approach the conditions existing in a pure monopoly, the markets become less

competitive. This table is a useful device for learning and distinguishing

between the different kinds of markets.

Monopolistic Competition

The great majority of highly competitive markets in this country- -local

service markets,_ the professions, manyiligb.ly competitive manufacturing indus-.

tries like clothing manufacture, some mining industries -are considered to be

examples of monopolistic competition. This is the market type which most closely

approximates the conditions of pure competition. The important difterence between

pure competition and monopolistic competition is that in monopolistic competition

the sellers sell a differentiated product. Although there maybe,hundreds of

restaurants in a large city, maybe a thousand in a fifty mile radius of the

city, each restaurant has its own special .thing. It may be location, food

specialties, decor, entertainment, the owner's personal warmth, cleanliness,

etc. But each restaurant is different. These differences, however small, give

the business management a little bit of protection from competitors, a little

bit of control over price. The restaurant owner faces very stiff competition,

but he can raise or lower prices a bit, he can try to get more control by

figuring out new ways to make his business more unique.

The possibility of product differentiation is a ilny step toward making the

product unique. It is, in other words, a step toward building a characteristic

of monopoly. It does riot in fact create a monopoly. It simply moves the

type of market a little away from the pure compettion model and a little toward

pure monopoly. Not surprisingly, a market that has most of the characteristics

of competition plus some overtones of monopoly is given a name that is a combine:
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TABLE 2

Types of Competitive Markets

The Relation of Concentration, Barrier to Entry and Product Differentiation
to

the Degree of Market Competition

Type of Market
Market Structure Characteristics

Concentration Barrier to Entry
Product

Differentiation

Pure Competition none none none

Monopolistic Compe-
tition low low some

Type I Oligopoly high high none

Type 2 Oligopoly high high some

Pure Monopoly complete complete complete
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tion of the two--monopolistic competition. Note that competition is the n^un

and monopOlistic is the adjective which modifies the noun. That's exactly the

way it is. Monopolistic competition has a lot of the qualities of competition

and a little of the qualities of monopoly.

Oligopoly Markets

As you 'Lay have guessed, the characteristics of monopolistic competition

can be found in a great many combinations of market characteristics. This is

a very flexible category and it includes the majority of the nation's five million

different businesses. However, there are two other types of markets, rather

similar to each other, much smaller in the total number of businesses included,

but very important in the nation's economy because they represent a large per-

centage of sales. We call these oligopoly markets.

Monopoly comes from two Greek words, monos meaning "alone" and polein

meaning "to sell." Oligopoly is also from the Greek,but oli221 means "a few."'

In an oligopoly market a few firms have control of selling. Oligopoly markets

can take many forms. A market with two sellers is an oligopoly market, as is a

market with ten. An oligopoly market may be dominated by one or two large

sellers who account for more than 50 or 60% of sales, or several firms. can share

the market more or less equally. There may even L) hundreds of sellers in an

oligopoly; however, in this case one or a few of the large firms must dominate

the market.

Competition takes a much different form when none or a few big fir-is

account for most of the market sales, mainly because these firms cannot take

action without affecting sales of their competiti7s. For instance, suppr- a

market has five competitors and that one of these sellers reduces price by about

10%. Assuming that the firms all sell a product which fairly similar, customers
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will buy the cheaper product, the other firms will notice a decline in their

sales and will react, probably by reducing their price. On the other hand,

in a highly competitive market with many small sellers, a lower price of one

firm will not have a noticeable effect on sales of the other firms. If one of

500 equally small firms reduces price it will get business away from competitors,

but since there are so many of them, the other firms will not even notice that

they are selling less.

To summarize, an oligopoly market is one in which a few firms dominate the

market, few enough so that competitive action by one of the major firms will

immediately and noticably affect sales of competing firms.

We can distinguish between two kinds of oligopoly markets. We will call

them simply type I and type 2 oligopolies.' A type I oligopoly market is one

in which the. sellers sell a standardized product. A type 2 oligopoly market is

one in which the firms sell a differentiated product. Steel and aluminum

manufacturing industries-are'oligopolies producing a standardized product;*

therefore they are type 1 oligopolies. On the other hand automobiles, cigarettes,

soap, liquor, appliances are sold in a type 2 oligopoly market because the pro-

duct is differentiated. You will see lacer that the form of competition between

oligopolists depends to a large extent on whether or hot the product sold can

be differentiated; this is the rea:6on we make the distinction.

V. Market Conduct

Market conduct refers to how firms compete--how, when and why firms decide

to change prices, level of output, the quality of its product, the amount spent

on selling its product, or the amount spent on the research and development of

new products. The study of industry organization is primarily concerned with how

a firm'acts or reacts to market competition from other firms. The internal

affairs of the firm--hiring, firing, the organization paints it buildirgs, or
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divides responsibility among its executives--are outside the subject of indus-

trial organization.

How each firm, in reacting to the other firms in the industry, helps to

determine the price, quantity and quality of the industry product sold in the

market constitutes the market conduct of the individual firms, and the industry

as a whole. Also included are the industry behavior with regard to advertising

and research and development. Market conduct is usually described under three

categories:

I Price competition - policies which determine how prices are set

2. Non-price or "product" competition - policies which determine
the quality of the product

3. Policies to coerce rival firms or to exclude the entry of new
firms into the market

The range of behavior which are practical choices for a firm in conducting

market affairs depends on tne structure of tn6 market. The monopolist has many

options available. Because competition is held in check a monopolist can choose

between objectives--profit maximization, rapid growth, reasonable profits and a

peaceful business environment, etc. The monopolistic firm is sensitive to

changes in the general economy and in competing industries, not to the market

behavior cf any rival.

At the other extreme is the firm in a purely competitive market which has

no control over i.rice. In pure competition there is no barriers to entry, and

no product differentiation. The purely competitive firm must sell at the market

price and no single firm has any control over the market price. There is no reason

to advertise an undifferentiated product and, besides, each firm can sell as much

as it wants without advertising. Any time the quality of the product is improved

by one firm, all other firms must adopt the improvement or loose out on meagre

profits. There are few questions about competitive conduct of firms which are

not thrust on the firms in pure competition. Firms simply react to market conditions.
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By the process of elimination; this leaves Oligopolies #1 and #2, together

with monopolistic competition, as the industry structures with interesting problems

of market conduct. The firms in these industries are sensitive to each other,

that is, they show varying degrees cf mutual interde:andence. In particular, one

might compare an oligopolist to a poker player who carefully watches the market

moves of his rivals and conducts his business accordingly. The market game played

by oligopolists is complex and interesting to study.

Price Competition in Imperfectly Competitive Markets

In monopolistic competition, there is alot of price competition between firms.

The large number of sellers selling a very similar good or service assures that

prices will change frequently, almost as much as in pure competition. However, in

contrast to pure competition, where market competition determines the price, sellers

in monopolistic competition set their own prices. But, even though the firm sets

its price, sellers don't have much leeway; their price can't be far out of line with

competitors' prices. Because of the competition between sellers, one firm can't

charge much more than the going price without loosing almost all of their business,

and if others lower price.eaCh firm'must follow the pattern.

For instance, suppose that a new machine is invented to reduce costs, some

firms will buy the new equipment and will lower their price. This forces other

firms to do the same, or loose their sales to the low price competitors. Or,

suppose demand for the produc+ increases. There will be excess demand at the

current price and some competitors will raise their price. They have more orders

than they can fill and they reason that they can sell all they are producing at

a higher price. Because all sellers have a similar experience, the price tends to

go up throughout the market. To summarize, the range of possible prices which the

firm can charge is very small and, for all practical purposes, we can talk about

"the" market vice.
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In oligopoly markets there is even less leeway to charge a price different

from the going rate. because competing firms are much more =rm=itive, to each other.

If one of five firms lowers the price of its product by 10%, buyers will flock to.

that seller, causing a considerable drop in sales of the other fou'r firms. This

drop in sales for the competitors is doubly disastrous, for the firms must reduce

production way below their most efficient volume of output. The firms have only

one recourse, to reduce their prices. In fact, they may re'faliate by lowering

prices more than the original price drop, thus starting a price war.

Because of this interdependence of firms--their sensitivity to each other-

in oligopoly markets there is not too much price competition. Firms do not change

their prices often. Furthermore, because a relatively few firms dominate the

industry, it is possible for competitors to'actually come to an agreement about the

best price to charge. Open price fixing or price collusion between competitors is

Mega' in this country, but industry practices evolve which add up to the same

thing as an open price fixing agreement. These formal or informal pricing arrange-

ments eliminate most price competition and the result is that firms charge similar

prices and those prices change infrequently.

Of course, even in oligopoly markets there is some price competition, because

there are certain circumstances in which firms can successfully lower prices to

take business away from competitors. This is particularly true between markets.

Aluminum companies lower price to get business away from steel. In the same

market, new kinds of businesses may be organized which can charge lower prices, as

when the discount houses started competing with retai' stores after Word War II.

Their major basis for growth wa6 to charge lower, discounted, prices.

Firms can sometimes use price discrimination to get business away from

competitors. There is price discrimination any time a firm sells essentially the

same product for different prices to different buyers. Price discrimination can be

detected if the price is set so that there is a higher mark-up over cots for some

customers than for others. -110-
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Non Price Competition

The forgoing suggests that in imperfect competition, price competition is

either ineffective in helping firms gain an advantage over competitors (mono-

polistic competition) or it is too dangerous to engage in except for certain

kinds of price discrimination practices (oligopoly). Competitors therefore turn

to other forms of competition involving changing the nature of the good or service

they sell to make it more preferred among buyers. This is nonprice or product

competition. It takes many forms: (1) advertising, (2) use of brand names, (3)

packaging, (4) developing lines of different models and changing the models

periodically, (5) providing services along with the product. Anything which the

firm can do to differentiate it's product from that of competing products or

services is an example of nonprice or product competition.

Firms engage in nonprice competition for two related reasons: (I) to try

to increase their share of the market by taking business away from competitors,

and (2) to reduce the price elasticity of demand for their product by making it

more different and more desirable than competing products. Nonprice competition

is possible only in markets selling a differentiated product. An Interesting

thing, and an obvious point once you start to think about it, is that nonprice

competition tends to be greatest when the actual physical differences between

competing products is minimal. For instance, the percentage of the sales dollar

spent on advertising is a good indicator of the intensity of non-price competition.

Automobiles are, at least on the outside, well differentiated and the auto industry

spends loss than 1% of sales revenue on afvertising. Boxed soap, however, is

difficult to differentiate once its out of the box, but soap companies spend from

5-10% of sales revenue telling you that their soap is "new" "improved" "bold"

"intensified" or that it has "hot power", or "cold power", or it gets clothes

"brighther that white."



Obviously, all the soaps or detergents are basically the same and all do the

same thing--they wash clothes. Cigarette and liquor manufacturers have similar

problems and they spend 10% more of their sales revenue on telling the customer

that theft brands are "balanced," "Mellow," "smooth", "satisfying," "fun," or

what have you.

Firms also change their packages, change the models of their products,

change their model lines--the auto industry does this all the time, and they

also change service provisions. Again, the auto industry is a good example of

changing service provisions. Five years ago, most companies had a 30 day guar-

antee, then the 25,000 mile guarantee of the power train was introduced. This

soon went to 50,000 and now includes all the mechanical mechanisms in and on the

car.

Most of these non-price competitive activities are designed to convince the

customer that the firm's product is actually "new" and "improved" but it takes

an astute consumer, who uses all of the information available to him, really to

tell whether the product, or only the box it comes in, has been changed.

3. Behavior to Reduce Competition

Lastly, firms try to get more market power -to weaken or eliminate market

rivals, or to prevent other firms from entering the market. These are strategies

for maintaining or increasing concentration in an industry. There are many

practices designed to reduce compel-ition. Some which are coercive arc now illegal.

Predatory price cutting

This occurs when a strong firm (or firms) attacks a weak rival by forcing

prices down so low that the weak firm cannot operate profitably. Predatory price

cutting can result either in the weak firm's acceptance of the future dominance by

the strong firm, or the elimination of the weak firm. This sort of ccnduct will

also inhibit the entry cp new firms into the industry.
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The source of a strong firms strength may come from, lower costs, greater

financial resources, a diversified output which allows it to cut the price of

one product, or a nation-wide organization which allows it to attack rivals who

only sell in regional markets. For example, a firm which produces a full line

of power tools might be able to attack a firm which only produces hand drills. Or

o firm which sells building hardware nationwide could attack a firm which operates

only in a regional market. In either case, the firm with a full product line, or

the firm with a nation-wide marketing organization can use price discrimination to

cut prices in onw line or one market region and survive on its profits from other

lines or regions while the weak rival could not survive.

Predatory raising of supply prices

This occurs when a vertically integrated firm, say a steel company which

carries out all the processes of steel making from ore mining to the sale of

fabricated steel products, raises the price of supply to a non-integrated rival.

For example, a firm which only fabricates steel must have a source of supply for

steel ingots. If the vertically integrated producer of steel ingots raises the

ingot price to its 'Iva, but keeps the price low for its own fabricating division,

the non-integrated rival cannot compete. The integrated firm squeezes the profits

of its rival and can force it out of business.

Mergers and Vertical Integration

Existing firms at any stage of the production of a product can integrate

upwards or downwards and thereby obtain a market position which allows them to

squeeze out their rivals and, also, raise absolute barriers to the entry of new

firms. Again, using steel production as an example, a firm which produces steel

ingots may integrate downward so that it controls coal, iron. ore and lime stone

deposits, coking ovens and rail carriers which gives it increased power at the

stage of ingot production, or it could integrate upward by building rolling,
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stamping, and. fabricating mills so that it could have increased power in the

semi-finished, and finished steel market. in either case, the firM would have

the power to squeeze its non-integrated. rivals and to raise the barriers to the

entry of new firms at each stage of. production.

VI. MARKET PERFORMANCE

We are now ready to return'to the discussion with which this chapter began,

that is, how market structure and conduct determine market performance. Performance,

in turn, is measured by how well a firm or an industry helps to promote the goals

of our economy. These goals are freedom, justice, progress, stability and security,

and the goals'of progress and stability are our principal concern in the study of

industrial organization. Briefly, a firm or an industry promotes the goals of

progress and stability if, I) itilse.fficient, that is, a) its profits are normal

which indicates it is not restricting output to keep up profits, b) it doesnot

waste resources on unnecessary advertising or sales promotion,and c). the firms in

the industry operate at an e.ricient scale of production, and do not have excess

capacity beyond normal needs; (2) the firms in the industry are progressive and do

not hold back the introduction of cost saving innovations and higher quality

output; (3) the industry has flexible prices which r-eflect changes in supply

and demand conditions, thereby permitting resources to flow from one industry to

another to conform to consumer needs.

.How do market structure and conduct affect industry performance with regard

to these three criteria? If we.could find an answer to this question we would

have a rational basis for creating and evaluating government'policy tow-1rd

industry. This would be the rational, basis for designing laws to regulate

business structure and conduct.
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You will see in working on the case studies which accompany this chapter that

it is possible to predict a specific industry's performance.from knowledge of its

market structure--information on concentration, barriers to entry, product differ-

entiation, price elasticity of demand and growth in demand. For instance, rapidly

growing industries are progressive and often display a good deal of price competi-

tion and higher; the firms may or may not earn high profits. Generally speaking,

there is not much price competition (inflexible price's) in oligopoly markets.

Ordinarily, giant firms in oligopoly markets earn high profit rates. And so on.

Unfortunately, even though we can predict industry conduct from industry

structure, it is not so easy to arrive at general conclusions about good forms

of market structure. For instance, can we say categorically that oligopoly

markets misallocefe resources? Certainly there is a tendency for the larger

firms to earn high profits, but are high profits categorically bad. Some argue

that progress depends on huge expenditures on research and development which

requires large financial resources. High profits of mammoth corporations can

be used to finance research and development and investment in capital. Therefore,

oligopoly markets may contribute to progress.

Certainly, it is true that market structure is affected by technological

needs of production. In many lines of production there are economies of scale

which require firms to make large investments in plant and equipment. And often

these plants are so large that a relatively few plants can supply the market.

Although it is important to question whether or not it is essential for corpora-

tions like General Motors, Standard Oil, General Electric to be as large as they

are, it cannot be denied that big business is with us to stay and that it is

efficient. But how big and powerful should these.firms be? Is it possible to

prevent firms from increasing in size beyond what is essential to promote and
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maintain efficient production? Are there ways to reduce nonprice competition? Is

there some justification for the growth of conglomerate corporations which may

tend to control several markets? These are the questions we can turn to after we

inquire into a few ihdustrieS in some detail.

132
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ECON 12
UNIT II CHAPTER 14

PUdLIC POLICY TOWARD INDUSTRY

lntroduction.

Laws an,.' The.r

Puhl:c. economic policy in the United States is direcre:, toward

ird:;:;ine comns,on or inducing monopoly and there are lals and poli-

cies direct;ng economic bahevior along all parts of the line stretching

between these two ,..xlrew';. Although it might, at first glance, seem

irration:,:l both to dit:corage and to promote monopoiy, tnis is not

the casa. wo Ivuvo seen, the goal of industry or is economic

efficiency and the policy for a particular industry will depend upon

the .1.-trui..7-uro -t!ie fi13I'KC. -In MOST markets moripoly is considered

undesirable, b!:t tnis i not true in local to or transportation

servct. Enomic po!ioy stretches.hetweenthe extremes.of

discouraging a..nd promoting monopoly because market structures vary

beiween t i;asc extr.

The variou::: wnich folio the structure OT our eoonomic

have beer pass ..0 el variou.; for vrious reasons, and are supported

by diffront circupr,--often for opposite reasons. They are, how-

ever sit)ect rH.pnai anzlysis. The most important part of.

our economic po;;cy is that devoted to the pre:veil-two of monopoly and .

the promotion

* The main provisions from of.th specific lags mentioned in this
chapier, tor,Aelisor vcih 7c,Hption of the mein federal regulatory agen-
cies, are ;Ivan in The Reauings for this lessor.



Pi-omotin1P:COmpetition

Sherman Anti-Trust Act, 1890

This act was passed at a time when America was experiencing the

formation of large indistrial combinations -- oligopolies and accasional

monopolies. The development was disturbing to the people because it

seemed to mark the end of open competition to the small businessman and

the closing off of opportunity to the common man. The agitation against

the growing size of industrial combinations was constant but the drive

by entrepreneurs to reduce competition in order to survive in industries

marked by rapid technological changes and increasing levels of capital

expenditure could not be stopped. Firms made agreements to fix prices,

to divide up markets and to cooperate in other ways. Often firms were

merged but in the 1880's the most famous device to end competition was

to form a trust.

The trust was a means of achieving monopoly concentration in an

industry. It was a device whereby owners of stock in a firm would

surrender their shares to a trust and receive trust shares in return.

When the owners of firms representing a sufficiently large percentage

of industry capacity had surrendered their shares to the trust, the

effect was to give the trust sufficient market power to monopolize

the industry. The trust was rather combersome and it soon gave way to
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4,

the holding company--a device for using the assets of operating firms

to buy the controlling interest in other operating firms in an industry

in order to create a monopoly--but the trust did give its name to the

first major United States statute decreeing competition and all similar

policies since that time have been labeled anti - trust.

section I of the Sherman Act makes any combination or conspiracy

in restraint of interstate commerce illegal and states that any person

who monopolized or attempted to monopolize interstate commerce was

guilty of a misdemeanor punishable at a maximum imprisonment of one

year and/or a maximum $5,00 fine. The provision in Section I against

conspiring to constrain trade makes certain kinds of market conduct

illegal, for example, price fixing, sharing markets, pooling profits.

Section 2 seems to refer to acts designed to change market structure

from competitive toward monopoly conditions, for example, increasins

market concentration by merging firms, establishing a trust, or holding

company.

The Sherman Act, as interpreted by the courts, did establish that

formal agreements between firms to fix prices, pool profits, share

markets, or limit output were illegal. However, the act was not

vigorously enforced. Finally, suits were brought against two trusts,

Standard Oil and American Tobacco, both of which controlled 90 per-

cent of their markets. There was no doubt that both firms had attempted

to,'and succeeded in, monopolizing their markets, and were monopolies.
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The Supreme Court found both firms guilty under Sections Land 2,

and the basis for the ruling provided the first major interpretation

of the Sherman Act.

In this instance, the Court interpreted Section I by enunciating

the "rule of reason," which prohibited only unreasonable restraints of

trade. Section 2 was also narrowly interpreted. Instead of ruling

on the fact of a 90 percent market concentration, which constituted a

monopoly, the court ruled that the successful attempt to monopolize

had been carried out using vicious business tactics against rival

firms.

The Standard Oil decision established a "double standard" of

enforcement of the Sherman Anti-Trust Act which tended to increase

rather than decrease market concentration. The court enforced the law

against formal agreements between firms which tended to restrict compe-

tition and to 'Monopolize, thus preventing increased concentration

through the joint action of several firms. On the other hand, the

Court did not break up firms with near monopolies unless their market

conduct toward rivals had been or was vicious. Only then was the

restraint of trade unreasonable.

The moral was an easy one for businessmen to draw. Don't make

agreements between firms, merge them instead. The double standard

whereby market conduct, which tended to monopolize, was illegal while

market structure, which constituted a monopoly, was not illegal existed

until 1945. In that year the Aluminum Company of America was found

guilty under the Sherman Act solely because of its monopoly power. The

company had not been guilty of vicious market conduct but it did control
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90 percent of the manufacture of newly refined aluminum, which, said

the Supreme Court; "is, enough to constitute a monopoly."

The Court also said that it is doubtful if 60 or 64 pr.ercent control

would constitute a monopoly and that certainly 33 percent would not.

However, the important point of the ruling was not what degree of concen-

tration constituted a monopoly but rather that market structure was

accepted as a basis for determining an illegal restraint of trade.

The Clayton Act and the Federal Trade Commission Act

In 1914, the Clayton Act outlawed certain specific types of coercive

market conduct which would "substantially lessen competition or tend to

create a monopoly"; pr",.ce discrimination, where one buyer has to pay more

than another for a firm's products; buying where a firm only

sells a product if the buyer agrees to buy other of the firm's products;

exclusive- dealing arrangements, where a firm will sel! its products to a

buyer only if the buyer takes none of its competit.rs' products.

An act establishing a Federal Trade Commission was also passed in

1914. The Commission was empowered to investigate the organization,

conduct, and management of firms in order to eliminate "unfair methods of

competition." It was the task of the Commission to determine what was

"unfair" and, if it found an unfair practice, it could issue a cease and

desist order.

Neither of the acts was effective because the final interpretation

was left to the courts and they were reluctant to impose restrictions on

market conduct. It was not until the Roosevelt New Deal that anti-trust

legislation was vic,-...nously enforced. But even then no dissolution of

corporate giants under Section 2 of the Sherman Act was attempted. Mar-

.._
ket conduct, under the Clayton Act, was policed more Carefully, especially
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misleading advertising, and new mergers werendiscourgged but there was

no significant reductions of concentration in the major industries. In

1950 the Section 7 of the Clayton Act which forbids mergers was amended

by the Celler-Kefauver Act. At the present time this is the most

vigorously us'ad anti-trust statute. Mergers which would have given the

combined firms only a small share of a national market have been consis-

tently blocked by the federal courts in sustaining rulings of the Federal

Trade Commission.

Enforcement of Anti -Trust Laws

The enforcement of anti-trust laws has changed considerably since

the passage of the Sherman Act in 1890. These changes are clearer if

described in terms of laws concerning market conduct and market structure.

The enforcement of laws prohibiting certain types of market conduct

have always been more vigorously enforced than those concerning illegal

market structures. Under Section of the Sherman Act, there has been

a regular prosecutinn of attempts to restrain trade through formal agree-

ments between firms. The Clayton Act of 1914 specified as illegal

certain unilateral actions which firms could take, ..e., charging different

customers different prices, forcing customers to buy a whole range of a

firm's products in order to get one product, and forcing customers to

deal only in a firm 5 products and not in the products of the firm's

competitors. Prosecutions under the Clayton Act were not effective until

the New Deal period but they have been consistent since that time.

The Federal Trade Commission, also created in 1914, was given the

responsibility of administering the anti-trust laws as they pertained

to business firms not engaged in banking activities or were not common

carriers, for example, railroads or trucking lines. The Commission
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carries on all investigations of anti-trust violations. Any cases which

have to be brought to trial are the responsibility of the Anti-Trust

Division of the Department of Justice.

It is at this point in anti-trust enforcement that limitations on

the effectiveness of the laws are most evident. The Anti-Trust Division

of the Department of Justice has a budget which allows it to prosecute

only 45 or so cases per year. About two-thirds of these are cases involving

market conduct and a third involves market structure. Obviously, there

are more than 30 violations a year of the laws governing market conduct.

The laws are not really intended to eliminate all such violations because

the cost to the government of such rigorous enforcement would be far

greater than any advantage which would be gained. Rather, the laws are

enforced in such a way that the possibility of prosecution is always

there and this keeps the number of violations down to a socially accep-

table level.

The enforcement of laws against illegal industry structure has, as

we have seen, not been particularly effective. No significant rulings

on Section 2 of the Sherman Act came until 1911 when the Court ruled that

Standard Oil and American Tobacco were illegal monopolies. In both cases,

the Court ruled that the reason these monopolies were illegal lay not

in the fact of monopoly but rather in the vicious (unreasonable) tactics

which the firms had used to create and maintain their monopoly i.ower.

This argument--the rule of reason--meant that firms could control a mar-

ket so long as they were not predatory and conducted their affairs in a

gentlemanly manner. This view was sustained in the U.S. Steel case of

1920 when the Court ruled that, although the firm had monopoly power,
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it had not coerced its rivals nor had it conspired to fix prices. "The

law," said the Court, "does not make mere size an offense or the existence

of unexerted power an offense."

The rule of reason meant that monopolizing through merger, or exer-

cising market power, was not illegal so Ione as the firm's market conduct

was not illegal. The rule of reason was altered in 1945 with the Alumi-

num Company of America decision which held that, even though Alcoa had

engaged in no illegal market conduct, the fact that it held 90% of the

market constituted a violation of Section 2 of the Sherman Act. In this

case, the Court finally ruled that the fact of monopoly was illegal and

the standard became market structure, not market conduct. This new

standard was applied to the cigarette industry in 1946 when the three

largest firms in the industry were convicted of exercising monopoly

power. However, the government did not suggest a remedy which the courts

could apply to an oligopoly in which three firms acted in harmony but

without any formal agreements between them.

Since 1946 there has been continued debate on whether Section 2 of

the Shermar Act should be interpreted by using the rule of reason or

whether any single firm or oligopoly which exercises sufficient market

power to give it control over price should be broken up. Most econo-

mists support the market power standard. They argue that the te.t of

efficiency should be applied to the industry in question. If prylits in

the industry are consistently above normal, then industry prices are too

high and more resources should flow into the industry. Usually, the best

way to increase industry efficiency is to reduce concentration by br -" .g

up the firm or firms which control the market.

-
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Since the Clayton Act of 1914, there has also been recognition that

mergers and acquisition of one or more competing firms by another firm

can also create undesirable market concentrations. Section 7 of the Clay-

ton Act prohibited the acquisition, by a corporation, either directly

or indirectly of the stock of, one or more competing corporations, where

the effect would be "to substantially lessen competition." Section 7

was not enforced until it was amended and strengthened by the Celler-

Kefauver Act of 1950. Since that time, the Federal Trade Commission has

usually blocked any acquisition which has had the effect of substantially

reducing competition in an industry.

The Celler-Kefauver Act also recognized that many industries were

largely controlled by one or another of the many regulatory agencies of

the federal government and it specifically excluded transactions authorized

by these regulatory agencies and gave the authority for enforcement to

the following boards and commissions: Civil Aeronautics Board (airlines),

Federal Communications Commission (t.v., radio, telephone, telegra;-),

Federal Power Commission (gas and light companies), Securities and Ex-

change Commissibn (as it dealt with public utility holding companies),

United States Maritime Commission (shipping companies), Interstate Com-

merce Commission (common carriers), and the Federal Reserve Board (banks

and trust companies).

Summary

The anti-trust legislation in the United States is directed against

1) predatory market conduct, and 2) market structures which monopolize

or tend to create monopoly. The laws against predatory market conduct

have been enforced with sufficient energy ano consistency to satisfy the

moral demands which the public has placed upon the conduct of business
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activities.

The laws pertaining to monopoly market structures have been difficult

both to interpret or enforce. Whether the courts have used the standard

of the rule of reason (unreasonable conduct which monopolized) or the

fact of monopoly power as the ba s for their rulings, there have been

few successful prosecutions of existing monopolies or oligopolies which

control substantial percentages of their markets. However, under the

torms of the Clayton Act, mergers and acquisitions of firms which have

tended to create undesirable market concentration have been prevented.

On the whole, the anti-trust legislation and enforcement has been

sufficiently effective to satisfy public opinion and to give the business

community clear guidelines for conducting its affairs. The success of

these policies is attested to by the fact that other industrialized

nations have copied many of the anti-trust concepts which have been

evolved in the United States since 1890.

III. Laws and Regulations Which Restrict Competition

Laws and regulations restricting competition have usually been

developed when there is failure of the market mechanism to achieve

efficiency in the industry concerned. There are three major areas where

these restrictions have appeared: natural monopolies, quasi-natural

monopolies, agriculture and retail trade. Natural and quasi-natural

monopolies have generally been subject to regulation by public commissions;

in agriculture competition has been restricted through crop controls and

price supports; fair trade laws and prohibitions against certain kinds

of price competition have been used in retail trade.
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Natural Monopolies and Public Regulatory Agencies

The natural or quasi-natural monopolies constitute the core of the

regulated industries but other industries which have not performed well

in competitive market conditions have also been brought under federal

or state regulation. Briefly, the federal regulatory agencies and the

industries they regulate are:

I. Interstate Commerce Commission (1887)
a. Railroads
b. Highway common carriers
c. Certain classes of coastal and intercoastal shipping
d. Limited powers over interstate petroleum pipe lines

2. Federal Power Commission (1920)
regulates rates and services of:
a. Interstate natural-gas pipelines
b. Price control over gas entering pipelines
c. Interstate electrical energy transmission, and controls security

issues, mergers, property sales, and accounts of electrical
utilities engaging in interstate commerce.

3. Federal Reserve Board (1913, 1933) regulates many aspects of the
transactions between commercial banks which are members of the
Federal Reserve System.

4. Securities and Exchange Commission (1933) regulates securities
exchanges and securities dealers in order to guarantee against
fraudu!--t stock market dealings.

5. Federal Communications Commission (1934)
regulates rates and services of:
a. Telephone companies
b. Telegraph companies
and controls entry into, and assigns the scarce supply of radio and
t.v. channels, and sets up guidelines for the quality and subject
content of radio and broadcasts.

6. Federal Maritime Commission (1936) regulates grants of subsidies to
shipping lines and certain classes of service.

7. Civil Aeronautics Board (1938) regulates the fares and services of
domestic airlines and, by international agreement, of foreign air-
lines which operate in the American market.

Some of these industries, telephone , telegraph, and public utilities

companies are natural monopolies, that is, service by more than one supplier
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would necessitate costly and inefficient duplication of services.

Others are quasi-monopolies, for example, railroads anc airline companies

which may or may not duplicate services but are industries into which

entry must be controlled in order to prevent costly and inefficient

duplication of service. Other industries such as highway common carriers,

ocean shipping, pipelines for natural gas and other substances, and radio

and t.v. broadcasting are regulated for a variety of reasons having to do

with the need to regulate rates and/or the quality of the service provided.

The problems of regulation are numerous and complex. For example,

regulated industries must make normal profits if continued private invest-

ment in the firms is to be guaranteed. However, what are normal profits

in industries with strong and weak firms? For example, if Firm A oper-

ates with costs 10% below those of Firm B and rates are set so that Firm

B makes normal 6% profits, then Firm A makes 16% profits. If rates were

set so that Firm A made normal 6% profits, then Firm B would operate at

a loss. The rate problem is one which is constantly before regulatory

agencies.

There is also the task of policing the service given by these com-

panies. Radio and t.v. broadcasts must be monitored, safety regulation

enforced on railroads, bus lines, and airlines, and, in any labor manage-

ment dispute, the regulatory agency is inevitably involved because labor

costs affect the rate schedules.

When judging the performance of a regulated industry, the economist

seldom has i market standard upon which to base a judgment. Rather than

ask the question of whether or not the industry performs well, the

economist must ask whether or not the industry would be likely io perform
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better if regulation were removed and they were put under the anti-trust

laws.

Laws Restricting Competition in Unregulated Industries

There are two main industries where public policy has consistently

sought to limit competition: these are agriculture and retail trade.

Both policies have arisen because of the failure of the market to provide

industry efficiency or to satisfy public expectations.

Agriculture. Since the Civil War, when agriculture lost its dominant

place in the American economy to other industries, there has been a

steady movement of resources out of agriculture into other industries.

However, the movement has not been fast enough; consequently agriculture

has consistently had too many resources, especially human resources and,

except for brief periods, below normal profits for most farmers. During

times of war, farm prices and incomes have been high but generally farm

prices are both too low and too unstable to insure ad.quate incomes for

most farm families.

Most of the "farm problem" arises from the s' -1i inefficient farmers

who are unable, even with government aid, to compete successfully. In

most other industries these individuals would be able to change occupa-

tions but it is often very difficult for people to leave the farm. Not

only does a farm family have the problem of changing its economic base,

but it also has tho problem of changing from rural to an urt.- t vulture.

The dual problem of economics and culture which faces farm families if

they wish to move out of farming into another occupation largely explains

the fact that agriculture has usually had excess resources for the past

hundred years.
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Government agricultural policies have mostly dealt with the economic

aspects of the farm problem and consequently have not produced any long-

run solution to the problem of the small inefficient farm.

The current farm policies were laid down in the New Deal when produc-

tion control and price support programs were applied to a wide variety

of farm products. The purpose of these programs was to stabilize farm

prices and to keep them from falling below the level of non-farm prices,

and thus to help farmers attain normal profits and a secure annual income.

The price support programs required the government to buy any of the

supported crops at a set price and, at times, this ,led to the accumu-

lation of large crop surpluses such as wheat, corn, and cotton. Usually,

these surpluses have been sold off in bad crop years or they have been

used for aid to underdeveloped countries.

The price support programs have tended to stabilize prices but they

have not solved the problem of the small and inefficient farm where incomes

have remained low, often at the poverty level. Price support or c-

control programs obviously help the larger farmer more than the small.

The more land taken out of production, or the larger the crops sold at

the support price, the higher the government payments to the farmer.

Furthermore, changing farm technology has worked to the disadvan-

tage of the small farmer and most of these changes have resulted from

government sponsored research. Because only a few farm units are large

enough to carry on research, the federal government, in cooperation with

state governments, and state universities, carries on an elaborate program

of agricultural research. This research is so effective that productivity

gains in agriculture have been spectacular. For example, farm cutput

per man hour in 1960 was over 3 times as great as it was in 1940. Most
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of this research has introduced production techniques which have required

higher and higher capital investments if farm operations are to remain

efficient. Usually, the small farmer is unable to make such investments

and an advance which helps the industry only worsens his own condition.

The government has yet to develop a program which has been success-

ful in moving the excess resources from the agricultural industry--main-

ly people--into more productive industries. In 1959 there were still

nearly a million farms (27% of the total) operated full time with

annual sales less than $5,000 per year. These farms obviously provided

the families with incomes far below what was required for a decent stan-

dard of living. In addition, there were 1.4 million "part time" farms

with annual sales of $2,500 or less and most of these units were undoubt-

edly too small for efficiency.

Although the productivity increases in agriculture marks it as one

of our most progressive industries, over half of all farm units are too

small and under-capitalized for efficiency. The industry continues to

employ too many resources but the movement of people out of farming into

other occupations is a difficult cultural as well as economic problem.

As yet, the federal government has not developed a comprehensive farm

policy capable of dealing successfully with the whole range of farm

problems.

Retail Trade. Policies to restrict competition in retail trade are

almost exclusively concerned with protecting small business from chain

store competition. The chain store concept originated in the late 19th

century and, by 1930, chain stores had about 30 percent of all retail

business. Since that time, the percentage has changed very little.

Chain store development brought vertical integration to merchardizing.
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The chain's many outlets permit large volume buying directly from the

suppliers thereby allowing the chain to take over warehousing and dis-

tribution functions from the wholesaler. Possible savings are consider-

able, for example, in food distribution, savings can run as high as 10

percent of the costs of Independents. All of the market relations

normally present between wholesaler and retailer become administrative

relationships within the organization of the chain. The technique works

best with standardized commodities which require a relatively small

amount of servicing. For example, chains account for 86 percent of

variety store business, 84 percent for department stores, 58 for shoe

stores, 43 for grocery stores, but only 8 percent for fruit and vege-

table markets and 3 percent for bars and beer joints which require a

relatively high amount of labor to serve the product.

Naturally, independent merchants fought the chains. For a while,

independent merchant associations were able to get many state legisla-

tures to lay special taxes on chains but these laws were usually found

unconstitution-21.

The independent merchants fostered the fair trade movement which

received great impetus during the d-;ression of the 19301s. Between

1933 and 1936, forty-two states passed fair trade laws which allowed

manufacturerc to set retail prices which had to be respected by the

retailers. In 1937, Congress passed the Miller-Tydings law which exempted

fair trade agreements from anti-trust prosecution.

These laws remained intact until the end of World War II when the

rise of the discour.t stores, which thrived on the fact that the so-

called legitimate stores had to charge the fair trade price, slowly

destroyed them through price competition. Numerous suits were brought
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to force compliance with the fair trade laws but the court rulings were

not favorable and by 1960 except in the drug and liquor trades they

were dead.

Twenty-two states have fair trade laws dealing specifically with

the liquor trade. Here the laws are justified on the basis of public

morality rather than on economic grounds.

The only other effective restriction of retail.competition is also

a product of the stress of the Great Depression when businessmen of all

varieties fought for survival. In 1926 wholesale and retail merchants

associations got Congress to pass the Robinson-Patman Act which amended

Section 2 of the Clayton Act which had prohibited price discrimination- -

that is, selling at different prices to different customers. The

Robinson-Patman Act altered the general nature of the anti-discrimination

prohibition by restricting it to sellers who discriminated in favor of

large buyers (chain stores). The Clayton Act stated that sellers could

not discriminate in price when the result "may be substantially to lessen

competition or tend to create a monopoly in any line of commerce." The

Robinson-Patman Act also prohibits discrimination when the effect is

to "injure, destroy, or prevent competition with any person who either

grants or knowingly receives the benefits of such discrimination."

This says in effect that if a manufacturer or other supplier gives a

large chain store buyer lower prices and it drives the chain's independent

competitor out of business, then the manufacturer has broken the law.

This law does not completely prohibit suppliers from giving large buyers

lower prices when these lower prices actually represent lower costs but

they inhibit such lower prices. Consequently, the Robinson-Patman Act
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could keep prices from truly reflecting costs.

This promotes economic inefficiency in two places. The suppliers

can charge higher prices than would be the case in unrestricted compe-

tition, their profits will be higher than normal and the industries

will have too few resources. The independent wholesale and retail mer-

chants will be protected from thr. competition of the more efficient

chain stores and the merchandizing industry will also have excess re-

sources. The Robinson-Patman Act has eliminated certain kinds of pre-

datory market conduct which chain stores had used in the past but, on

the whole, its effect has been to reduce the vigor of price competi-

tion in merchandizing.

Summary

Protecting independent merchants from chain store competit4on

is not a necessary safeguard against the rise of commercial monopolies.

Higher than normal profits in almost any retail market will soon attract

competitors. Retail markets are not large enough, nor are the barriers

to entry high enough,to allow any effective monopoly power to be estab-

lished. Consequently, most of the legislation designed to rest ct

competition in retail trade is difficult to defend on economic grounds.
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ECON 12 TEXT
UNIT II CHAPTER 15

INCOME DISTRIBUTION IN THE UNITED STATES

I. Introduction

This chapter tries to answer these questions:

How does the U.S. market system distribute income among the people
living in the system?

Is there a trend, noticeable in the past several years, toward more
or less equal distribution of income?

What measures would have the effect of reversing current trends?

We must start this study recognizing that income is unequally dis-

tributed among people in this and, in fact, in every country. Actually,

for purposes of studying how income is divided up among the people in

the U.S., economists study family income rather than the income earned

by each individual. This is because the family is usually the decision

making unit. If a family's income is inadequate when only one person

works, a solution is for another member, perhaps the mother, to get a

job. Then, usually, incomes are pooled and spent jointly by the family.

Because of these family practices, economists study family income and

spending practices, rather than individual actions. Thus, studying

income distribution in the U.S. means to study how and why income is

unequally distributed among families.

In this country, the unequal division of income derives from the

fact that ours is a market economy, which means that people's primary

source of income comes from selling productive services to business or

government, or using their productive services in their own business.
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lurthermoro, these productive services include labor as well as

property services. Thus, a family's level of income for any year depends

mainly on its control over productive resources. Families with high

incomes either own a lot of income earning property such as land or

:factories or the family members can provide labor services which are in

great demand. Families with low incomes usually own little or no

productive property, have few if any persons who can work and, for those

who do sell their labor, the services they can provide are not in great

demand.

For instance, if your father is a school teacher, your family in-

come is pretty much determined by the salary your father can earn teach-

ing school, that is, unless you are a wealthy family, in which case

your family income also depends on how you use this wealth. If your

father is a farmer who owns his own farm, then your family income depends

on the money you earn from your property and the family's labor. If

your father is a retired millionaire and no one else works in the

family, your family income d -Tends entirely on how well your father

manages his wealth.

The other source of income in this society, which can either off-

set or exaggerate the effect of market forces on family income, comes

from government in the form of transfer payments of government tax

revenue to certain groups in the society. Thus, for instance, a widow

may receive survivor insurance benefits each month because her husband

was included in the Socal Security benefits program.

From the above it should be clear that in this country a family's

income is affected by three general forces which together describe

-136 -

152



the effeEf-of tradition, command and market forces on how income

is distributed: (I) government taxing and spending programs which take

income away from some groups and distribute the money or social services

to other groups; (2) the distribution of private property holdings which

provide a source of income either from the appreciation in value of the

property or from rents, profits or interest payments earned for using

the property in production; and (3) the distribution of labor services

which determines a family's ability to earn wages and salaries in labor

markets.

The following sections describe how these three factors affect

family income distribution at present. We then describe the trends which

first reduced and more lat&y seem to be increasing income Inequality

in the past forty years. This analysis should permit you to make your

own judgments about the impact of our economy's market, property hold-

ings and government structure on income distribution, thereby on the

achievement of national goals. Your judgment depends on relating current

income distribution trends to their impact on economic justice, security,

freedom and growth. Generally, those who are critical of the unequal

distribution of income in this country demand justice and security for

all Americans, if necessary, at the expense of economic freedom of higher

income groups. These people contend that an economy cannot be considered

healthy if a large minority of the people are living at or near a poverty

level standard of living, particularly when there are market forces and

property relations which tend to keep these people poor.

who believe that unequal income distribution is just, contend

that economic growth of the economy depends on encouraging people to act
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in their own self interest by permitting them to earn an income in

proportion to their contribution to production. Only if people are free

to earn wages, salaries, profits, interest and rent income according

to what their labor or porperty services are worth to business and govern-

ment, will people strive to use their labor and property in the most

productive way. By.allowing everyone to act in this own self interest,

unhampered in his quest for wealth and high income, we will insure the

most productive use of resources; the invisible hand of the market will

be at work maximizing the wealth of the nation, just as Adam Smith pre-

dicted.

The analysis in this chapter is not an answer to this dilemma,

because the answer depends, in part, on one's values. However, it

sheds light on the controversy by providing the information you need

to judge how this market economy works. This realistic understanding

of the effect of government, property holdings and market competition

on the distribution of income will permit you to predict future trends

and the effect of government policies in increasing or narrowing the

gap between the rich and the poor.

II. The Distribution of Personal Income among Families

It is commonplace to state that the American standard of living and

level of family income are the highest in all the world. But few people

realize just how modest the average American income really is, or how

great is the range between the highest and lowest incomes.

Table 1 summarizes the.recent statistics on the, distribution of

American families by income classes. This table describes the PERSONAL
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DISTRIBUTION OF INCOME among families.
1

Column (I) divides family

income into six different income classes ranging from $3,000 and under

to $15,000 and over. Column (2) shows the percentage of families in

each income class. Column (3) shows the percentage of the total of all

income that goes to families in the given income class. Column (4)

shows the percentage of the total number of families which belongs to

the given income class or below. Column (5) shows the percentage of total

income which goes to families who belong in the given or lower income

classes.

I

By PERSONAL INCOME we mean the income earned by families from
either wages, salaries, interest or rent payments, dividends from stocks,
or transfer payments such as welfare or unemployment compensation from
some government agency. Not all the national income earned in this coun-
try is distributed to families. In particular, corporations retain some .

profits and other income and do not distribute it to corporation owners- -
stockholders. Also, the government collects sales and excise taxes
from businesses and this income is not received by families directly.
In Section III we will look at the effect of the drain of this income
on income distribution.
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Table I: the Distribution of Personal Income
by Family Units, 1965*

(I)

Income Class

(2)

Percentage of
All Families
in this Class

(3)

Percentage
Total

Income Rec.
by this

Class

(4)

Percentage of
Families and
Individuals in
this Class and

Lower Ones

(5)

Percentage of
Income Rec. by

this Class and
Lower Ones

Under $3,000 17 4 17 4

$3,000 to $4,999 16 7 32 11

15,000 to $6,999 18 17** 51 28

$7,000 to $9,999 24 19*** 75 47

$10,000 to $14,999 17 26 92 73

$15,000 and over 8 27 100 100

Total 100 100

Median Income $6,882

The ensus definition of family excludes single persons not living in families.
**Figure includes income class $5,000 to $7,499.
***Figure includes income class $7,500 to $9,999.

Source: Bureau of the Census, Current Population Reports, Series P-60, No. 51,
January 12, 1967, p. 2. Statistical Abstract of the United States,
1967, p. 332.

A glance at the table shows how pointed is the income pyramid

and how broad its base. Although twenty-five percent of American families are

in income classes $10,000 and above, they claim 53 percent of the

total personal income. Seventy-five percent of the American families

have incomes less than $10,000 and in turn receive 47 percert of the

total personal income.
I

The middle or "median" income class

I

Some of these differences in money income are compensated for
by non-money income. Poor people often receive charity gifts and free
services; farm families grow their own food, and bright students often
bring their families additional income in the fum of scholarships
and prizes.
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(which divides the upper from the lower half of the people) amounts

to a modest income of about $6,882. About 32 percent of American

families, however, have an income of under $5,000.

Degree of Inequality in the Distribution of Personal Income

One way to measure the degree of inequality among income classes

is to ask, what percent of all income goes to the lowest fifth of

the population? The second fifth? The third fifth? And so forth.

If incomes were perfectly uniformly distributed, each fifth or quin-

tile of the population would receive exactly one fifth or 20 percent

of the total income.

Table 2 (below) compares the actual-income distribution of

families and individuals by quintiles with a hypothetical distribution

of perfect equality.

Table 2: Distribution of Personal Income
Received by Each One-Fifth, and by the Top 5 Percent

of Consumer Units*, 1965

(Percentage of Income)

Group in Population Perfect Equality Actual

1965

Lowest Fifth 20 5

Second Fifth 20 12

Third Fifth 20 13

Fourth Fifth 20 L.:4

Highest Fifth 20 'd

TOTAL 100 100

Top 5 percent 15

The Census definition of family excludes single persons not living in families.

Source: Bureau of the Census, Current Population Reports, Series P-60, No. 51,
January 12, 1966, p. 5.
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As you can see, the poorest fifth of American families holds 5

percent of the personal income while the richest fifth receives 41 per-

cent of the income--eight times as much! The top 5 percent of families

claim 15 percent of personal income--three times the income received

by families in the lowest 20 percent.

Effect of Income Taxes on Income Distribution. Taxes, especially

graduated income taxes, alter the pattern of income distribution.

Table 3 (below) shows the influence of such taxes by comparing personal

income by income classes before and after payment of federal individual

income taxes.

Tabe 3: Distribution of Personal Income
Before and After Federal Individual Income Taxes, 1964

Family Incomes Proportion of Total Personal Income
Before Taxes After Taxes*

Under $2,000 2% 2%
$2,000-$3,999 7 13

$4,000-$5,999 11 16

$6,000-$7,499 12 14

$7,500-$9,999 19 22

$10,000-$14,999 . 23 20
$15,000 and over 26 18

TOTAL 100% 100%

*Federal income taxes are estimated 'v'or each family and subtracted
from total income to obtain disposable income.

Source: The University of Michigan, Survey Research Center, 1965
Survey of Consumer Finances, Monograph No. 42 (Ann Arbor,
Michigan: Ann Arbor Press, 1966), pp. 16-17.

Federal income taxes have the effect of redistributing income in

favor of the lower income classes. Those with incomes of $15,000 and over
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had their share of total money income of the nation reduced from 26

percent to 18 percent by the federal income tax. On the other hand,

those who had incomes less than $4,000 had their share of total money

income increased from 9 percent to 15 percent. If we include all

taxes, direct and indirect, the redistribution is perhaps slightly

greater. A study made by Richard A. Musgave in 1955 estimated that

taxes used by all levels of, government took less than 25 percent
, .

from incomes below $3,000 and nearly 40 percent from incomes above

$10,000.1 Despite the equalizing effect of taxation in 1964, families

in income brackets under $4,000 received only 15 percent of the national

income after taxes, while families in income brackets over $10,000

received 38 percent of the national income.

Lorenz Curve. The information in Table 2 can be put in graphic

form by using what is called a Lorenz curve (the curve is named after

its originator). Figure I below plots percentage of people, ranked

from the poorest up (0 to 100%) on the horizontal axis and percentage

of total income they receive on the vertical axis. If income distribu-

tion were perfectly equal, it would be represented by the diagonal

line oy. The curve to the right of oy shows the actual distribution

of income in 1964. The shaded area between the curve of perfect equality

and the actual 1964 income distribution shows how much our actual dis-

tribution of income deviated from perfect equality and hence gives us

a measure of the degree of inequality of income distribution.

I

See Joint Economic Committee, Federal Tax Policy for Economic
Growth and Stability (Washington, D.C.: U.S. Government Printing
Office, 1955), pp. 96-107.
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Figure: I: Distribution of Income in the United States 1964
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The light space in-between these two lines shows the effect of income
taxes if they redistribute income create more equality.

III. Functional Distribution of Income

There are two ways to describe income distribution. In the last

section we described the PERSONAL DISTRIBUTION OF INCOME, the division

of personal income among households or family units classified from

low to high annual income classes. Here we intro6ace another way to

classify income called the FUNCTIONAL DISTRIBUTION OF INCOME, so

called because it shows the division of National Income among wages

or salaries, rents, interest and profits. This is the functional

distribution of income because it shows how National Income is divided

up according to the function performed to earn the income. Table 4
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shows the functional distribution of National Income for 1966.1

Since the time of David Ricardo, another famous English economist

who wrote in the early I800's somewhat after the time of Adam SMith,

the distribution of income by function has been of prime interest to

economists in search of economic laws explaining the effect of market

competition and the market system on the distribution of income into

wages, rents, interest and profits. Economists were searching for

laws of the market which would permit them to explain and predict the

inequality of income distribution among persons and classes. They

were particularly interested in predicting changes in the relative

incomes of wage earners, land owners (the aristocracy of that time) and

the new capitalist class' of factory owners and merchants at different

stages in the development of capitalism. We introduce this study of

functional distribution of income for much the same reason. Looking

at the source of income will help us-find the causes for the unequal

distribution of income today.

In this section the income total we are analyzing is National
Income rather than personal income. National Income is all of the
income earned in the production of GNP, whether the income is received
by families or corporations. Personal income is the total of all
income received by households only, and it includes both labor and
property income earned by households, plus transfer payments.
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Table 4: Distribution of National Income
by Functional Shares, 1967

Types of Income Shares In Billions
of Dollars

Percent of
Total Income

Total National Income $649.6 100.0

Employee Compensation
Wages, Salaries, and
Fringe Benefits

rcprietor's Income

469.6 72.3

Business, Professional,
and Farm 58.4 9.0

Property Income
Corporate Profits 79.1 12.1

Rentals 20.1 3.1
Net Interest 22.4 3.5

Total Property 121.6 18.7

Source: Economic Report of the President, January 1968. (Washington,
D.C.: U.S. Government Printing Office, 1968), p. 223.

Table 4 shows that about 71 percent of National Income produced in

the United States went to employees as compensation for labor services.

Income in this category includes wages, salaries, and fringe benefits

such as social security insurance, and private pension plans. Some

18.7 percent of income is allocated to property owners as payment for

rent, interest, and corporate profits. The remainder of incore produced- -

9.0 percent - -is received by persons who are self-employed businessmen,

farmers, or professionals referred to in the national accounts as

proprieto-s. The income earned by this category includes a mixture

of labor and property earnings since part of proprietors' income is

earned by providing owner-labor service and partly by providing
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owner-capital investments. UnfortunItely, it is very difficult(if not

impossible) statistically to disentangle proprietors' income into its

two functional components, labor and property. Therefore, it is general

practice to treat proprietors' income as a third category of National

income.

Changes in Functional Shares 1900-1965

There is considerable agreement among scholars that labor's share

of National Income has increased moderately since 1900 while property's

share has fallen. However, most of the increase occurred prior to 1930

and relative shares remained fairly constant since then. Three recent

studies using somewhat different methods all arrive at the same conclu-

sions.

Tables 5 and 6 below summarize the changes in functional shares

for the period 1900-1965. Table 5, taken from an earlier study of dis-

tributive shares in National Income, covers the period 1900-1957.

Table 6 updates the data to 1965, showing changes in functional shares

in five year intervals for the past two decades.

Labor's Share, 1900-1965. Labor's share of National income in-

creased from 55.0 percent of National Income in 1900 to 70.7 percent

in 1965. Note, however, that most of the increase (11.8 percent) in

labor's share took place during the years 1900-1930.

See (I) Iry 6. Kravis, "Relative Income Shares in Fact and
Theory," American Economic Review, December, 1959, pp. 917-49; (2)
John W. Kendrick, Productivity Trends in the United States (Princeton,
N.J.: Princeton University Press, 1961), p. 21; (3) E.F. Denison, The
Sources of Economic Growth in the United States (New York: Committee
on Economic Development, 1962), p. 30.
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Table 5: Distributive Shares in National Income, 1900-1957
(Percent of National Income in Category)

Period
Total

National
Income

Employee
Income

Proprietor
Income

Property
Income

Property Income
Corporate
Profits

Interest Rent

1900-09 100 55.0 23.6 21.4 6.8 5.5 9.1

1905-14 100 55.2 22.9 21.8 6.9 5.8 9.1

1910-19 100 53.2 24.2 22,6 9.7 5.2 7.7

1915-24 100 57.2 21.0 21.8 8.9 5.3 7.6

1920-29 100 60.5 17.6 22.0 8.2 6.2 7.6

1925-34 100 63.0 15.8 21.1 6.4 8.1 6.6

1929-38 100 66.6 15.5 17.8 4.3 8.9 4.6

1930-39 100 66.8 15.0 18.1 4.9 8.2 5.0

1934-43 100 65.1 16.5 18.4 9.1 6.0 3.3

1939-48 100 64.6 17.2 18.3 11.9 3.1 3.3

1944-53 100 65.6 16.4 18.1 12.6 2.1 3.4

1949-57 100 67.1 13.9 18.9 12.8 2.7 3.4

Source: I.B. Kravis, "Relative Income Shares in Fact and Theory," American Eco-
nomic Review, Dec. 1959, p. 919.

Table 6: Functional Distribution of National Income
b' Percent, Selected Years, 1945-1965

ype of Income Share

otal National Income

Em lo ee Income
Wages, Salaried and
Fringe Benefits

Pro rietors' Income

Business and
Professional

Pro ert Income

Corporate Profits
Rentals
Net interest
TOTAL PROPERTY

1945 1950 1955

100.0 100.0 100.0

67.8 64.1 67.8

17.3 15.6 12.6

10.6 15.6 14.2

3.1 3.9 4.2
1.2 .8 1.2

14.9 20.3 19.6

1960 1965

100.0 100.0

71.0 70.7

11.3 9.9

12.0 13.2

3.8 3.4

2.0 3.0

17.8 19.6

Source: Economic Report of the President, 1967, p. 226.

-148 -

164



There were a number of structural changes occurring in the eco-

nomy prior to the 1930's which explain the large increase in func-

tional shares in favor of labor. One of the most important was the

declining role of the independent proprietor and the growing impor-

tance of the corporate form of business. As the independent business-

men and farmers became employees of a corporation, their income,

which formerly would have been treated in the national accounts as

proprietor's income, was then counted as wages and salaries. After

1930, the growth of the government as a source of income also shifted

income to the wages and salaries category. The continuing increase

in labor's share since the 1930's has also been largely "captured"

from the self-employed category rather than property income. Pro-

prietor's income, continuing the trend evident since 1900, declined

by 9.5 percent during the years 1945-1965.

Some recent studies explain the increase in labor's share during

the years 1900-1957 as the result, in part, of the increased produc-

tivity of labor relative to capital. Two such studies
I

indicate that

the real wage level rose much faster than the rate of return to capital

during this period. A number of factors were responsible for the in-

crease in labor's productivity and hence the real wage rate: (1) "capital

deepening" (i.e., providing more capital behind each member of the labor

force); (2) scientific and engineering progress which furnished labor not

only with more capital, but with better capital; and, (3) greater

1

Kendrick, op. cit.
Denison, op. cit.
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investment in human capital through more education and training.

Property's Share, 1900 1965. With the exception of a sharp decline

in 1947, property's share of National Income fluctuated narrowly between

22.6 percent and 17.8 percent of National Income during the years 1900-

1965. The relative stability of total property shares during these years,

however, hides some important offsetting trends within the categories

of intrest, rents, and corporate profits.

Interest Shares. Interest payments fluctuated widely during the

years 1900-1965 ranging from 0.8 percent of National Income to 8.9 per-

cent. In the decade 1955-65 substantial increases in interest rates- -

partly the result of government policy and partly the result of a very

rapid growth in private debt--increased modestly the interest share of

National Income to 3.0 percent in 1965.

Rental Shares. The share of rental income declined from 9.1 per-

cent in 1900 to 3.4 percent in 1965. This sizable drop was largely the

result of the declining importance of agriculture (land) over the cen-

tury. After 1934, rental shares became a very stable component of National

Income fluctuating between 3.3 percent and 3.4 percent of National Income.

Corporate Profits' Share. Over the entire period 1900-1965, cor-

porate profits ranged from 4.3 percent to 15.6 percent of National Income.

Corporate profits showed no steady upward or downward trend but rather

fluctuated widely with the level of economic activity. In general, cor-

porate profits were a higher share of National Income during the years

1939-1965 than earlier periods. They were also more stable during this

period fluctuating, with the exception of 1950, narrowly between 11.9 percent

to 14.2 percent of National Income.
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The National Income figures on corporate profits exclude deprecia-

tion allowances for businesses.Corporations "write off" capital invest-

ments by retaining some income each year to compensate for the wearing

out of plant and equipment. Since 1956 there has been a.progressive

liberalization by the Congress and the Treasury Department of depreciation

allowances which corporations can report as a cost of production for

tax purposes; corporate income is actually much higher than these figures

show. Unless this adjustment is made, corporate income (profits plus

depreciation) as a share of National Income is understated, thereby

giving us a distorted picture of the relative shares of National Income

earned by labor and property.

Effect of Unions on Labor's Share

Many people view trade unions as a means of increasing the workers'

share in the distribution of income at the expense of property owners--

that is, at the expense of the receivers of rent, interest, and profits.

A number of studies have tried to test this view, but there is no generally

agreed to conclusion. While all the studies show the ratio of wages and

salaries to National Income have risen sligotly since the 1900's, there

is no evidence that this has occurred at the expense of corporate pro-

fits. The major explanation for the rise in labor's share is the shift

in the composition of the labor force from the self-employed to the

1

For a summary of this literature, see Clark Kerr, "Labor's Income
Share e_ad the Labor Movement," in G.W. Taylor and F.C. Pierson, (eds.),
New Concepts in Wage Determination (New York: McGraw-Hill Book Co.,
1957). Also see Albert Rees, The Economics of Trade Unions (Chicago.
The University of Chicago Press, 1962), p. 94. Rees admits, however, that
unions have been effective in changing the relative wages.
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employee category (already discussed above). Hence it cannot be said

that a rise in labor's share was a direct result of union power. The

statistical evidence is not altogether convincing to those who are sym-

pathetic to labor unions. They would counterargue that without unions

there would have been a drastic decrease in labor's share and a drastic

increase in profits; and that unions have at least been able to stem

such a decrease.

IV. Sources of Inequality in the Distribution of Family Income

Now that we have discussed the relative importance of labor and pro-

perty income in National Income we can do the same thing with personal

income--determine the percentage of personal income made up by wages,

salaries, interest, rent, profits and another category, transfer pay-

ments. By showing the sources of income, the functional distribution of

personal income will give some clues as to why income is unequally dis-

tributed. In particular, it will show us the effect on income distribu-

tion of property ownership.

Table 7 shows four sources of personal income received by family

units in 1965: (I) employee income, (2) proprietor's income, (3) pro-

perty income, and (4) transfer payments. This table is similar to the

data given in Table 4 which showed the functional distribution of National

Income. However, this table describes the functional distribution

of personal income instead of National Income. National Income includes

income received by both families and corporations, while personal income

includes only income received by families. Thus, personal income in

Table 7 has an additional category of transfer payments, which are money
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payments obtained from the government for social security, unemployment

insurance, public welfare, veterans' benefits, and the like. This

source of personal income is called transfer payments because they are

financed by the government through some form of taxation and "transferred"

to households through the various social service programs. They differ

from other sources of personal income in that they represent money income

received but not earned for current productive services.



Table 7: Sources of Personal Income by Factor Shares, 1965

Source Billions of Dollars Percent of Per-
sonal Income

Employee Income 375.6 70.8

Proprietor's Income 54.5 10.3

Business and Professional 40.3 7.6

Farm 14.3 2.7

Property Income 74.6 14.1

Rental 18.6 3.5

Dividends 18.9 3.6

Interest 37.1 7.0

Transfer Payments 39.2 7.4

TOTAL 543.9 102.5

Less: Personal Contri-
butions to Social
Insurance2 13.2 3.5

TOTAL PERSONAL INCOME 530.7 1,0

Includes such things as unemployment insurance payments, or workmen's
compensation payments when one is out of work or injured; social security
payments after one is 65 years old; veterans' benefits; welfare payments.

2
These are the payments one makes to the government for unemployment
insurance, or social security, etc.

Source: U.S. Department of Commerce, Office of Business Economics,
Survey of Current Business, Vol. 46, No. 4, April 1966, p. 5.

Distribution of Personal Income by Sources

Now we can combine the two ways of describing personal income

distribution to show how the kinds of income are distributed by family

income classes. This way of looking at income data is complicated but

valuable because we can see if certain sources of income are more equitably
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distributed than others. Tables 8 and 9 give alternative tabulations

of this sort. For each family income"decile (i.e., eacn tenth of

the population from lowest to highest incomes), Table 8 presents.the

percentage distribution of each kind of income. For each kind of

income Table 9 !$hows what percent of that kind of income is earned by

each family income class.
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Table 9: Distribution of Each Major Source of Income among
Family Income Classes

(Percentage distribution of all dollars from each source of income)

Total Family
SOURCE OF INCOMEa-

Income Deciles
Earned Income

Capital
Mixed Labor
Capital

Trans-
fer Pay-

men:,-,s

All

Family
Income Head

Wife, Other
Family
Members

Lowest Tenth
Second Tenth
Third Tenth
Fourth Tenth
Fifth Tenth
Sixth Tenth
Seventh Tenth
Eighth Tenth
Ninth Tenth
Highest Tenth

TOTAL

*

2

4

6

8

10

12

14

17

27

I

I

4

6

9

10

13

14

15

27

**

2

4

5

6

8

II

4

24

26

I

2

5

4

4

4

5

6

9

59

I

2

3

6

6

7

6

II

15

43

II

20

16

11

7

6

5

4

6

14

100 100 100 100 100 100

* 0.6 percent
** Less than 0.5 percent

a. For definition of income sources, see notes to Table 8.

Source: University of Michigan, Survey Research Center, 1965 Survey of
Consumer Finances, Monograph No. 42, p. 23.

A careful study of Tables 8 and 9 reveals some very st.rtling facts

about the distribution of sources of family income. These facts may be

summa, =ad as follows:

(I) Income from all sourceslabor, property, and transfer payments- -

is unequally distributed among the population.

(2) Property income, however, is more unequally distributed than

labor income or transfer payments.

'Because of the concentration of property income in the high income
classes, the relative size of the labor and capital shares in National In-,-
come becomes important. A rising trend in labor's share of total income
makes for a more equal distribution of household income, while a declining
trend will have the opposite effect.
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(3) Earned income from labor is a major source'of income for all

income deciles. Contrary to popular belief, the upper groups (with the

possible exception of the top five percent)
1

do not consist mainly of the

idle rich. Most families with incomes of about $15,000 hold either

salaried jobs or are self-employed and combine property income with substan-

tial income from work.

(4) Transfer payments, as we would expect, are more heavily concen-

trated in the lower income deciles than the higher income deciles. They

account for 56 percent of the income in the lowest tenth and 47 percent

of the second lowest tenth. Although the highest tenth received a larger

percentage share of transfer payments than the lowest tenth (15% as com-

pared with 11%), the bottom three-tenth families received 47 percent of

transfer payments as compared with 24 percent for the top three-tenth

families. On balance, it is not clear to what extent transfer payments

redistribute income in favor of the ;ower income brackets.
2

V. Sources of Inequality in Labor Income

As the previous section showed, both labor income and property in-

come are unequally distributed among families. Although there is more

inequality in the distribution in property income, perhaps the differences

in wage and salary earnings are more important. This is because for most

people, particularly for the poor, labor income is the major part of family

I

Those in the top five percent income bracket receive only about
ten percent of total wage and salary payments but more than two-thirds
of the dividends payments and about half of all property income. (See

Lloyd G. Reynolds, Economics; Homewood, Illinois: Richard O. Irwin,

Inc., 1966, p. 421.)

2
In order to determine the exact amount, it would be necessary to com-

pare the interest paid on the national debt (which goes more to the rich)
with benefits paid to veterans, aged, and expenditures on public health
and education (which goes to the poor).
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income.

Generally, differences in wage and salary earnings stem from three

sources: (1) differences in productivity among workers, (2) differences

in market power, and (3) differences in opportunities to advance. In

this section we will summarize the existing variations in labor income by

examining wage differentials among workers on the basis of occupation,

age, sex, color, rion and education. Whenever we can, we will try

to relate these wage differentials to the productivii, market power, and

opportunitiesavailable to the groups being examined.

Occupational Wage Differentials

Variations in the relative earnings of workers by occupation is a

major source of income inequality. As Table 10 shows, the labor market

establishes widely differing wage rates for different occupation groups.

In 1965 median incomes of family heads in civilian jobs ranged from $2,292

for household workers to $12,021 for self-employed professional men.
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Table 10: Median Income of Family Head by Major Occupation Groups, /965

(?!..c.u(wlion (J,4upt, Median Annual
Earnings, 1965

Professional, technical, and kindred workers
Self-Employed
Salaried

Managers, officials, and proprietors, exc. farm

$10,064
12,021

9,908
9,721

Self-Employed 7,843

Salaried 10,547

Clerical and kindred workers 7,424

Sales workers 8,567

Craftsmen, foremen, and kindred workers 7,982

Operltaps and kindred workers 6,872

PrivOrhousehold workers 2,292

Service workers, exc. private household 5,920

Farm laborers and foremen 3,028

Farmers and farm managers 3,997

Laborers, exc. farm and mine 5,327

Source: U.S. Department of Commerce, Bureau of the Census, Current
Population Reports, Series P-60, No. 49, August 10, 1966, p. 3.

Wage differentials in a free com.etitive market result from differences

in native talent, education, training, productivity, and the difficulty

or unpleasantness of the job. These occupational wage differences will

widen or narrow over time, depending on how supply of the kind of worker

reacts to demand. If demand for the higher skills is rising rapidly while

supply is restricted by educational requirements or other bottlenecks,

occupational wage differences may widen. But as educational training

facilities are expanded, the supply of technical power may rise faster

than demand, and wage differentials will narrow again.

Wage differentials by occupation may also result from market imper-

fections which place restrictions on labor mobility and thereby prevent

movement up the occupational ladder. Some of the more important of these
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restrictions on the free mobility of labor are listed below:

(I) The training needed to prepare a person to enter many occupa-

tions is expensive in terms of time and money, or may require special

physical or mental capabilities. Moreover, facilities for providing the

training may be limited. Thus, the supply of doctors, some kinds of

engineers, and business executives is limited relative to the market

demand. This largely explains why these professions are among the highest

paid among all occupations.

(2) Sometimes, restrictions upon entry are imposed by professional

organizations, by unions, or by the state. These restrictions may

take the form of requiring a license, high initiation fees, a prolonged

period of training or apprenticeship, limited training facilities, or

membership in a union which keeps its rolls closed. The American Medical

Association, for example, has been able to limit the supply of the skills

they represent through their control over training and qualifying examine-

tions.
1

(3) Many people, especially older people, hesitate to move to new

areas or new occupations, even when a favorable opportunity is present.

(4) Barriers to entry into an occupation may be erected_ against parti-

cular groups--the aged, women, or Negroes. These barriers may keep wages

in some fines above the level that they would reach without the barriers.

Moreover, if they are sufficiently widespread, they will have ar adverse

effect upon earnings in the occupations which cannot be "protected" since

I

See Milton Friedman, Capitalism and Freedom. (Chicago: The
University of Chicago Press, 1963), Chapter IX.
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the supply of people wanting jobs in "open" occupations will be swelled

by those turned away from "closed" occupations. Because of *nese

barriers, wage differentials exist on the basis of age of head, sex,

and color.

Diferential by Age of Head. In a purely competitive economy, wage

differences because of age should be related to efficiency. The young

person just learning a job should naturally receive less than a mature

person skilled in his job; the wages of an older person, whose efficiency

is falling, should receive less than if he were at his prime. Table II

(below) shows the distribution of family income by age and income classes.

Family income shows a tendency to rise until the head reaches middle age

and to decline thereafter as he reaches retirement age. It is hard to

prove whether this trend can be explained by differences in productivity

or because of discrimination in hiring and promotion against youth and

the elderly.

Table II: Distribution of Family Income by Income
Group and Age, 1965

Age of
Head of
House

Number
of

Families
Median
Income

Total'

Money
Income

t Money_ Income Before Taxes
Up to

$3,000
.3 to

$5,000
5 to I

$7 0001$100001
7 to I $10,000

and over
Thousands Dollars Percent Percent of All Persons in Group

with Income

14-24 3,050 5,399 100 21 23 28 21 7

25-34 9,291 7,041 100 12 15 23 32 19

35-44 11,094 7,867 100 9 14 19 28 31

45-54 10,460 8,238 100 10 12 16 25 :6
55-64 7,489 6,885 100 17 16 21 21 28
65-over 6,895 3,460 100 43 24 II II 10

Source: U.S. Department of Commerce, Bureau of the Census, Current Population
Reports, Series P-60, No. 49, August 10, 1966, p. 2.
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Differential by Sex. There is a considerable differential between

median incomes of men and women. For example, the median income for women

in 1965 was $1,480 as compared to $4,976 for men (Table 12). The

relatively low median income for women in 1965 can be explained in part

by the sizable proportion of women who worked only part-time or inter-

mittently during the year. However, even among year-round, full-time

workers, the median income of women was substantially less than that of

men-$3,800 as compared with $6,748. Equally str ';ing differences between

total money income of women and men are revealed when the percentages are

compared at various price levels.

Table 12: Distribution of Income by Income Classes anJ by Sex, 1965

Sex of By No. of Per
Head of Recipients Capita
House Median

J !noon',

Thousand Oollars

Total Money Income before Taxes
Family Up to 13 TO 5 to 7 to 1710,000

Income $3,00C$5,000 $7,000 $10,000 and over

Percent Percent of All Persons in Group with Income

i

1

Male 54,827 4,975 IOC 21 419 23 , 22 15

Female 42,223 1 1,480 100 7G 119 8 3 1

i I

Source: U.S. Department of Commerce, Bureau of the Census, Current Population
Report, Series P-60, No.51, January 12, 1967, p. 32.

1

The relatively Ic.! income of women wno v.orAod full-time ab com-

pared with mon is largely duo to the concentration of women in lower

paid occupations,such as clerical workers, operat;vos and service

workers. Although data can be cited of unequal pay of women for the

same work as men, on the whole, discrimination in the sense of paying

men higher rates than women for the same kin-4 of work is not openly
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pract:ced.
I

Rather, discrimination takes the more subtle form of not

admitting women to the same jobs as men, thus barring them from many

of the higher-paid jobs.

Differential by Color. Table 13 (below) demonstrates that. there

is a great disparity between the median income of white and nonwhite

families.
2

In 1965, the median income of white families was about

45 percent higher--$7,170 as compared with $3,971 for nonwhites. If

we compare income of whites and nonwhites by class levels, the differ-

entials in some cases are even more startling. For example, 36 per-

cent of nonwhites in 1965 had incomes under $3,000 as compared with

14 percent of whites. Some 77 percent of nonwhites had incomes under

$7,000 as compared with 41 percent of whites. Moreover, only 10 per-

cent of nonwhites had incomes over $10,000 while 27 percent of the

whites fall in this income category.

Table 13: Distribution of Family Income by Income Group and Color, 1965

Color
By Number.

of Median
Total

Family Up to
$3,000

to

$5,000
to

$7,000
to

$10,000
and

Families Income income $3,000 $5,000 $7,000 $10,000 over

Thousands Dollars Percent Percent of All Persons in Group with Income

White 43,497 7,171 100 14 15 19 25 27

Nonwhite 4,782 3,971 100 36 25 16 14 10

Source: U.S. Department of Commerce, Bureau of the Census, Current Population
Reports, Series P-6I, No. 49, August 10, 1966, p. 2.

I

The Equal Pay Act of 1963, which became effective rn 1964, exrressly
prohibits wage discrimination on the basis of sex. The Civil Rights Act of
1964 also prohibits discrimination in employment on the basis of sex, as
well as race, color, religion, or na+ional origin.

2
Negroes comprise 90 percent of the nonwhite group.



According to the 1966 Economic Report of the President, "available

data shows that Negroes receive less income in every industry, in every

occupation, and at every level of education."
1

The lower income of

the Negro relative to the white stems largely from discrimination and

lack of opportunity, which in part is explained by past discrimination.

Table 14 (below) summarizes selected measures of discrimination and

inequality responsible for income differentials between whites and

nonwh:tes.

1

Economic Report of the President, January 1966 (Washington, D.C.:
U.S. Government Printing Office), p. 107.
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Table 14: Selected Measures of Discrimination and lne ualit
of Opportunity, Whites Compared with Nonwhites, 1 .

Selected Measure White Nonwhite

Income
I

Median income of families $6,858 $3,839
Percent of households' in poverty 17.1 43.1

Percent of families with incomes of $10,000 or more 24.1 8.3

Education
Median years of school completed, males 25 years and over 12.0 9.0
Percent completed high school, persons 20-24 years 76.3 50.2

Male 75.6 51.3
Female 77.0 49.4

Percent college graduates, persons 25 years 9.9 5.5

Labor force artici ation rate
3

Male 78.6 76.0
Female 37.0 46.1

Unemployment rate (% of civilian labor force)
3

Adult males 2.9 6.0
Adult females 4.0 7.4

Teenagers 12.2 25.3

1

Data related to 1964.

2
Households are defined here as the total of families and unrelated individuals.

3
Relates to persons 14 years of age and over.

Source: Department of Commerce, Department of Health, Education, and Welfare, and
Department of Labor. (From the Economic Report of the President, January,
1966.

Because nonwhites have less education than whites, they are con-

centrated in the low-wage and low-skilled jobs. The resulting lower

income makes them less able to afford a good education which means non-

whites have fewer years of schooling than whites. The high unemployment

rate (largely a result of lack of skills, training, and discrimination)
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compounds the inequality in income between white and nonwhite.

Regional Wage Differentials. Wage differences exist between various

geographical areas of the country as shown in Table 15 (below). The

South has a much lower median income than other regions of the coun-

try, while median family income in the West and Northeast ($7,580

and $7,467 respectively) was substantially higher than the national

median of $6,882. In the South, the median income was $5,536, or

about 20 percent below the national median.

Table 15: Family Income Distribution by Regions, 1965

Total Money Income Northeast North Central South West

Percent 100 100 100 100

Under $3,000 12 14 25 12

$3,000 to $4,999 14 15 19 15

$5,000 to $6,999 19 19 19 17

$7,000 to $9,999 26 26 20 25
$14,000 to $14,999 20 19 12 21

$15,000 and over 8 7 4 10

Median Income $7,467 $7,267 $5,536 $7,580

Source: U.S. Department of Commerce, Bureau of the Census, Current popula-
tion Reports, Series P-60, No. 51, January 12, 1967, p. 4.

If we compare the four regions by size of family income (Table

15, above), we find that the South had the largest proportion of low

income families (25 percent with incomes under $3,000) and the smallest

percentage of high income families (16 percent with incomes of $10,000

or more). The proportion of families with incomes of $10,000 or more

was highest in the West and Northwest, 31 and 28 percent, respectively,

as compared with 26 percent in the North Central Region.
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The difference in income between the South and the rest of the

country stems largely from the fact that the South contains larger

proportions of farm residents and nonwhiteswhose earnings are rela-

tively low. The income differentials beiNeen the South and other

regions is not as great among white workers as among Negro workers,

especially those with year-round, full-time jobs.

Differential by Education. There is a definite positive relation

between Income and education of family head. Table 16, page 169, shows

that the median family income tends to rise as the educational attain-

ment of the head increases.
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Table 16: Distribution of Family Income by Income Group and by Education
of Family Head, 1965

Money Income before Taxes
Years of
School,
CompleTed

By Number
of

Families
Median.
Income

Total

Money
Income

Up to
$3,000.

$3,000
to

$5,000

$5,000
to

$7,000

$7,000
to

$10,000

$10,000
to

$15,000

$15,000
and
over

(head) Thousands Dollars Percent Percent of All in Groups with Income

Less than 8
yrs. (elem.) 6,645 $ 3,681 100 41 25 15 9 8 6

8 years (elem.) 8,174 5,430 100 22 20 19 14 II 7

1-3 yrs. high
school 8,886 6,519 100 17 20 21 21 16 10

4 yrs. high
school 14,277 7,504 100 13 20 24 31 30 22

1-3 yrs.
college 4,587 8,426 100 5 12 16 i9 24 30

4 or more yrs.
college 5,710 10,993. 100 2 3 5 6 11 25

Source: U.S. Department of Commerce, Bureau of the Census, Current Population
Reports, Series P-60, No. 51, January 12, 1967, p. 22.

In addition there are more chances for greater advancement in one's career

for the better educated. In 1964, the median income of families headed

by college graduates at the beginning of their careers was about $8,800.

At their peak in their late forties and early fifties, families headed

by college graduates had a median income of $12,900, or abvit 47 percent

higher than the median for younger graduates. In contrast, the relative

difference between these two age groups among all families headed by ele-

mentary and high school graduates was about 28 percent.
1

U.S. Department of Commerce, Bureau of the Census, Current population
Report, Series P-60, No. 47, Sept. 24, 1965, pp. 6-7.
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Opportunity to Advance: Training and Education. For an individual

to achieve his full productive potential, two conditions must be met:

(I) he must have the opportunity to acquire the necessary education and

training to develop his native talents, and (2) he must have the opportunity

to obtain job experience in his field of special training. If either of

these conditions is denied or rejected, the result is a two-fold loss.

The individual never realizes his potential, and society is deprived of

the benefit of his greater capabilities.

Although free education is available at the elementary and high

school levels, it has not led to equal educational opportunity for all

Large regional cifferences exist in the quality of elementary and secondary

education in the United States, resulting in inequality of educational

opportunity for lower income classes, especially some minority groups.

Since education is not generally free in institutions of a higher learning,

inequality is greatest at the college and post-graduate level. Those who

can efford higher education are relatively free to buy it. But those who

cannot pay for it, or whr cannot afford to forego the income they might

produce if they entered the work force, must go without its benefits.

To a certain extent opportunities to develop one's productive capa-

cities anr to obtain suitable employment are being equalized through social

legislation. The GI Bill of Rights, which permitted many servicemen to

obtain academic training they would not otherwise have been able to afford,

gave talented persons a unique opportunity to acquire the trainir'g for the

more skilled jobs of which they -9re capable. The Higher Education Act of

1965 astablished a broad pcooi,4' higner education available to all



who may benefit from it. Its most important innovation is a program of

educational opportunity grants of up to $1,000 for 115,000 high school

graduates from low income families. In addition, a guaranteed loan program

and an expanded work-study program provides aid for more than 700,000

students.

The 1964 Civil Rights Act also contains several important provisions

that alter conditions which make discrimination possible. Its Title VII

directly outlaws discrimination in hiring, firing, conditions of work,

apprenticeship or training, and established the Equal Employment Opportunity

Commission to carry out these provisions. Although hiring attitudes will

not change abruptly, the Civil Rights Act, nevertheless, makes an important

direct attack on this basic barrier to full equality.

One factor partly offsets these developments in social legislation.

That is the fact that both the time and cost required to become highly

skilled in a trade or profession has been increasing substantially in the

past decade. Unless increase, financial aid is extended to those unable

to finance long periods of training, inequality of opportunity may increase.

Summary'.

In summary, we have found that there are four major sources of income

inequality in the United States among persons: (1) unequal distribution

of property resources; (2) wage differentials among workers rela-'ed to

a;cupation, age, sex, race, and education; (3) unequal market power- -

i.e., the ability to rig the market in one's behalf, and; (4) unequal

opportunity to develop one's productive capabilities to the fhll.

Differences in wage differentials would occur in a highly competitive

economy only if they represented differences in labor productivity of the
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groups. Furthermore, in a competitive economy with equal opportunity

(equal accesi:, to jobs, education, training, etc) the only cause of differ-

ences in labor productivity between people would be due to physical,

intellectual or personality differences. Women may earn lower wages as

freight loaders because they lack physical strenlh. A woman might also

be paid less if she is more likely to quit the job sooner than would a

man, thus putting the employer to the expense of hiring and training someone

else. An easy-going youth mighi be less productive for the same reason,

or his productivity might be lower because he has less experience; however,

these factors might be offset by his greater energy.

The statistics we have seen are not so easily explained away by indi-

vidual differences in those groups when we look at the differences in levels

of education among these groups and examine differences in hiring practices

of employers. Why do Negroes complete a fewer number of years of schooling,

and why are women not considered for certain jobs? Are there legitimate

reasons for employers' hiring practices, and are lower education levels

for nonwhites due to personal choice and intellectual inabilities? If
\

we can assume than women, the young, the elderly, the) nonwhites are equally

potentially capable of holding high paying "think" j6bs, then we must

concede the existence of some barriers to access to these jobs. And we

must ask the further questions, are things improving for these groups?

Are past customs breaking down to reduce the inequalities of opvrtunity?

IV. Trends in Personal Income Distribution
in the United States, 1929-1964

In the United States, we justify the market system's method of

distributing income on the grounds that such a system, although resulting

in an unequal distribution of income, will achieve a higher standard of
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living for our population than is possible under a system of equalitari-

anism. The drive for profits under a market economy fosters a continuing

growth for the economy which in the long-run yields more income to all than

it income were unequally divided. Let us look at the empirical evidence in

the United States for the years 1929-1965 to determine whether, 1) the

size of the pie per family in the United States has in fact increased, and

2) the gap between the extremes which exist between the hig7c;t and lowest

income groups in our population has been growing or narrowing.

Changes in the Size of the Pie per Family

There has been an impressive gain in the size of the United States

income pie and the median U.S. family income, expressed in constant 1965

dollars, rose trom $4,275 iii 1947 to $6,882 in 1965.
1

This represents an

average increase of about $145 a year, and a El ;-..7---nt gain in real income

over the 18 year period.

Trend by Income Class, 1947-1965. Table 17;q1-1- shows the changes in

the percentage distribution of families by income levels for selected years

from 1947 to 1965.

1

U.S. Department of Commerce, Bureau of the Census, Current
Population Reports, Series P-60, No. 51, January 12, 1967, p. 2.
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!able I/: Percentage Distribution of Families by Income
Classes, Selected Years, 1947-1965
(in constant 1965 dollars)

Total Money
Income 1947 1955 1960 1965

No. of families
37,237 42,889 45,456 48,279(thousands)

Percent 100 100 100 100
Under $3,000 31 24 20 17

$3,000-$4,999 31 24 19 16

$5,000-$6,999 19 24 22 18

$7,000-$9,999 12 18 2; 24
$10,000-$14,999 8 13 17

$15,000 and over 7 2 5 8

Source: United States Department of Commerce, Bureau of the Census,
Current Population Reports, Series P-60, No. 51, January 12,
1967, p. 2.

The table shows that the proportion of families with incomes under

$3,000 fell from 30 percent in 1947 to 17 percent in 1965. Those with

incomes between $3,000 and $4,999 decreased slightly more during the

same period. Conversely, there was an equally dramatic increase in

the percentage of families in the higher income groups. Thus, between

1947-1965 the increase of median income, i.e., the increase in the

size of the national income pie, waeaccompanied by a gradual whittling

away of numbers in the group at the bottom and d persistent increase

in the size of the group at the top.

This data is mainly a reflection of the general prosperity of The

United States economy since World War II, which has suceeded in raising

most people's standard of living. The increase in the percentage of

working wives has also played an important part. Little more than 10
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years ago, women in only 25 percent of the families worked in contrast

to 36 percent today. In 1966, the median Income of families in which

the wife was a paid worker was $9,200--30 percent higher than the

$7,100 median in families inwhich the wife does not work. Another

factor tending to raise family income has been the upgrading in work

skills. In the past decade, there has been an increase from 10 per-

cent to 15 percent in the proportion of family heads employed in pro-

fessional, technical, and similar occupations. Finally, the increase

in the number of families with other sources of income--dividends, rental

income, and interest--rose from 36 percent to nearly half of all families

by the end of 1967.1

Changes in Gap between Rich and Poor

Distribution of Income by Quintiles, l'29 -1965. Does the data

also show that the share of the national income going to the lower income

brackets increased relative TO the higher income brackets during the

same period? In other words, has the gap between the percentage shares

of the richest and poorest income levels of our pcpulation narrowed over

time?.

Table 18 gives us a partial answer. The share of income going to

the top 5 percent of the nation's families fell from 30 percent in 1929

to 15 percent in 1965. The share of the to: fifth showed the same trend

falling from 54 percent in 1929 to 41 percent in 1964. In contrast, the

share going to the middIe three-fifths (second, third, and fourth fifths)

rose from 42 percent in 1929 to 54 percent in 1964--almost exactly the

reverse of the trend of the top fifth. Thus, the middle guintiLis were

(Forbes, Feb. I, 1968, p. 51.
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the major beneficiaries of th cut in the "slice" of personal income

received hy the top income quintile.

labia 18: Distribution of Personal Income* Received by Each One-Fifth and by
the Top 5 Percent of Consumer Units, Selected Years, 1929-1965.

Spending units
arranged by size
of income

Percentage of income accounted for by each fifth
of the population

1929 1935 1941 1947 1955 1960 1965

Lowest fifth 13 4 4 f% 5 5 5 5

Second fifth 9 10 12 12 12 12

Third fifth 14 14 15 17 18 18 18

Fourth fifth 19 21 22 23 23 23 24
Highest fifth 54 52 49 43 42 42 41

Total 100 100 100 100 100 100 100

Top 5 percent 30 27 24 18 17 17 15

Before Income Taxes.

Source: U.S. Bureau of Census; Historical Statistics of the United States,
Colonial Times to 195,, p: 166, and U.S. Bureau of the Census,
Population Reports, Series P-60, No. 51, January 12, 1967, p. 5.

What about the lowest income quintile? Since 1929, the proportion

of total income received by the poorest fifth of the population has now

shown a pronounced changes In fact, from 1955 on there has been no signi-

ficant change in the income share received by any fifth of the families.

Reduction in Income Gap, 1935-46. The narrowing of the personal

income gap between the lowest anU highest fifth of consumer units noted

in Table 18 took place mainly between the depression years 1935-36 and

the conclusion of World War II in 1946. There are a number of factors

responsible for the reduction of the inequality gap between these year

First, the New Deal era brought a marked increase in government

transfer payments to low income groups. Such social welfare measures

as old age pensions and assistance, unemployment compensation, v,terans'

benefits, aid to dependent children, and general relief helped to raise
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the share of the bottom fifth, thereby shifting an appreciable share of

the nation's income from the upper to the lower income groups.

Second, there appeared to be a long-term trend toward a more equal

distribution of wealth, therefore a more equal distribution of property

income. Table 19 b low shows that between the 1920's and 1950's the

percentage of the nation's we-.1th held by the top one percent of the

population was reduced significantly. This is reflected in a sharp

decline in dividend payments going to the top wealth-holders. Simon

Kuznets has calculated that during the 1920's the top 5 percent of income

recipien-:s got more than 80 percent of dividend payments and more than

55 percent of ell pri.;:erty income. By the late , they wore

getting only 70 pere:ent of the di,,idends and about 40 percent of all

property income.
1

Table 19: Perc-mtace of Wealth Held by the T2.2.
Oro Percent of Wealth Holders

Yecx Percentage of
Wealth Held

1922 31.6
1229 36.3
1933 28.3
1930 30.6
1945 23.3
1945 2(L8
1953 24.2
1956 26.0
1931 28.0*

An esimate by Robert Lampman provided to Business Week.

Source: Robert Lampman, The Share of the Top Wealth Holders
in 'ihe National Wealth (Now York: National Bureau of
Econ:ic Research, 1962). As reported in Business
Week, January 27, 1962, p. 3.

1

S mon Kuznets, Share of Upper Income Groups in Income and Savings-
(New York: National Bureau of Economic Research, 1953).

-177-

.1:33



There were a number of important factors accounting for this long-

term trend toward greater equality in distribution of wealth during this

period. Previously, great fortunes had been accumulated by speculating

in land values, exploiting natural resources, charging monopoly prices,

and defrauding corporate investors. Moreover, such fortune, were passed

on virtually intact from generation to generation because of very low

inheritance taxes. During the 1930's the enactment of such laws as the

National Securities and Exchange Act, steeper inheritance taxes, and

stricter enforcement of the Antitrust Act not only made it more diffi-

cult for private fortunes to be made in the same ways the earlier ones

were obtained but also reduced the amount that could be passed on through

inheritance.

It should be noted, however, between 1949 and 1961 there was a

reversal of the trend with an increase in the percentage held by the

wealthiest individuals, indicating that a possible reversal in the trend

toward greater equality in the distribution of income.

Third, there was a marked reductior in the occupational wage

differential between manual workers and white-collar workers between

1935 and 1945. Wages of manual workers rose relative to white-collar

salaries, and laborers' wages rose relative to those of skilled workers.

A major factor explaining the narrowing of wage differentials was the

rapid expansion of educational and training facilities which increased

the supply of technical and professional manpower faster than the demand

for them.

Fourth, during and immediately after World War II, high demand for

food raised farm prices and brought a relative improvement of tht farmer's



position. In contrast, the farm population was a particularly depressed

group in the 1930's. The more favored position of the farmer in the

1940's combined with the relative decline of the agricultural sector

where income levels are lower than in urban occupations, narrowed the

gap in the income distribution of the nation as a whole.

Fifth, some economists suggest that the rise of organized labor had

an important impact on equalizing incomes during this period, crediting

unions with increasing the level of real wages, narrowing wage differen-

tials, and increasing labors' productivity. For example, labor unions

by asking for equal amounts (not percentages) of increases for different

grades of labor tended to promote greater equality between wage earners.

Unions also directly and indirectly -..)stered increased labor productivity

in several ways: 1) union security raised worker morale, 2) higher wage

scales resulting from union activity tended to stimulate interest in labor-

saving devices by management, and 3) workers were more willing to accept

technological advance when they felt they had unicn protection.

Students of labor economics are sharply divided as to the effects

of labor unions on the personal distribution of income, and some would

disayee strongly with the above conclusions. One scholar in this field

offers the following cautious summary of the economic effects of unions

on relative wages:

"We tend to ovc-!remphasize the role of,the unions, both in . .

their own industries and . . . the economy as a whole . . .

The other two-thirds may have their wages and salaries influenced
by what the unions do, but I feel there are very strong ind.:Ipen-
dent.forces on the demand side that govern their rates of pay. . .

Even in the . . . unionized (one-third) there are some very weak
or almost impotent unions that ha'e had very little to do with
the wages of their members. . .
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"In a series of rough guesses, I would say perhaps a third
of the trade unions have raised the wages of their members by
15 percent to 20 percent above what they might be in a non-
union situation; another third by perhaps 5 percent to 10
percent, and the remaining third notat all. . . The high
figures tend to be found, not in periods of inflation, but in
periods of prospertiy combined with stable prices. . . In

(an inflationary) period like 1946-1948, for example, the
union people may even lag behind simply because of the rigidities
involved in the collective bargaining process."'

Sixth, some of the increase in equality between the 1930's and

1946 can be ascribed to the lower level of unemployment during the war

years. Variations in the level of unemployment undoubtedly influence

the distribution of income. Since the income of those susceptible to

unemployment are concentrated in the lower income brackets, a decrease

in unemployment will increase the degree of equality and vice versa.

Seventh, there was a significant trend toward a more equal distribution

of opportunity. In 1929 there were proportionately more immigrants in

the country than there were in the late 1940's. This declining portion

of immigrants--a group which often found itself at a disadvantage in the

labor market--tended to increase the income level of the lowest income

brackets. Furthermore, there is evidence that the degree of discrimina-

tion against the Negro declined somewhat so that the lowest income brackets

gained relatively as the Negro improved his position relative to whites.

Also, the main wave of internal migration from the farm to the city

during this period had been accomplished by the 1950's. It is probable

that the first generation of farm immigrants found the adjustment to

urban opportunities difficult, but that the second generation born and

1

Albert Rees, Wage Inflation.(New York: National Industrial Con-
ference Board, 1957), pp. 27-28.
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reared in the city, made e better adjustment. Mention was previously

made of the broadening of educational opportunity brought about by the

0.1 Sill of Rights. All these factors, no doubt, were effective in

tearing down traditional barriers in specific occupations.

No Change in Income Gap Since Late 1940's. Since the late 1940's

many of the tendencies toward equalization of income have slowed and in

some cases have been reversed. This can be explained by the end or

reversal of most of the trends cited above, in particular:

(1) there was little further shrinkage of occupaional wage differ-

entials; in fact, in some industries differentials widened;

(2) between 1949 and 1961, there was a reversal of the trend toward

more equal distribution of property ownership, due in part to the steady

increase in stock prices during these years;

(3) steady increase in interest rates during the post-war years,

which has tended to check the drop in the relative importance of property

income;

(4) increases in pension rates, unemployment compensation rates, and

other transfer payments have done little more than keep pace with price

inflation;

(5) organized labor was possibly weakened during this period; and

(6) changes in corporate income tax laws after 1954 probably favored

the upper income brackets.

Summary

On balance, the safest conclusion is that income distribution by

I

Myron H. Ross, Income: Analysis and Policy (N.Y., McGraw-Hill,
1965), p. 392.



quintiles since 1950 has shown no marked trend toward either greater or
less inequality, i.e., the income gap has remained constant. If there
is a trend toward

greater equality in the United States, it is difficult

to discern. And it should be pointed out, that in the future more

equal distribution of income may possibly be affected even more adversely
"by such variables as the age distribution of the population, the increased
cost of i-,ttaining higher incomes, and the rise in the cost of living.

The young and the old people we have seen earn !ass than those in the

middle-age bracket; this fact will, by itself, tend to make the dis-

tribution of income less equal. The increase in the number of young

people also means that families are educating more children than

previously. Furthermore, the cost of education is going up for the

average family both in terms of tuition and the length of time needed
to complete an education. The cost of living, too, has steadily been

creeping upward. However, at present we can only guess at the importance

of those variables on the future distribution of income.
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UNIT II CHAPTER 16

POVERTY IN THE UNITED STATES

Recent estimates indicate that 32.7 million Americans, Including 15

million children, are poor.
I

Can we, must we, urge a "war on poverty?" To

help you answer these questions, we must answer several other preliminary ones

for you in this reading. What is poverty? Who are the poor and what are their

characteristics? Why are they poor? What kind of assistance do the poor get

from the rest of the society?

DEFINING POVERTY

There is no objective definition of poverty any more than there is an objec-

tive definition of art or beauty. The standards of poverty are determined

according to a country's stage of technology, wealth and capabilities. Most of

the poor in the United States have a much higher level of consumption than many

not Considered poor in India today. Indeed, the poorest 20 percent of the

farWies in the United States may have higher standards of living than the wealthy

class of lif+y years An', But such comparisons don't mean much to our poorest

families who look about them and see how little they have In comparison with

what other Americans have. When we say that approximately one-fifth of our

people are poor, we mean that the Income level of these people, as compared with

the current national median income of American families, is inadequate to enable

them to enjoy what is considered the minimum basic necessities enjoyed by other

American families.

Two types of poverty yardsticks are currently in use: one Identifies

Economic Report of the President Together with Council of_ Economic Advisors
Annual Report, January, 1967 (Washington D.C.: U.S. Government Printing
Office, 1967), p. 138.
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the poor as those falling in the lowest income classes; the other measures the

poor as those living below some minimum decency standard of living.

Income Level Poverty Line

In the 1964 Economic Report of the President, the Council of Economic

Advisors adopted the first yardstick--the "income line" definition of poverty.

It classified as "poor" any family.whose money income was under $3,000 a year,

or any single person whose income fel: below $1,500. Using that definition,

the Council estimated that 20 percent of American families and 45 percent of

unrelated individuals, a total'of 35 million persons, were poor in 1962.

Ideally, a standard of poverty should take into account not only current

income, but it should also adjust for differences among regions, size of cities,

family size and composition, asset holdings, and non-money income of house-

holds. The $3,000 poverty line adopted by the Council of Economic Advisors

in 1964 fell short of this standard on all counts.

Minimum Decency Standard of Living

In 1965, the Social Security Administration developed a new and more complex

measure of poverty which takes into account family size and composition, and

differences between living conditions in urban areas and farms, Under the new

Mollie Orshansky, "Counting the.Poor: Another Look at the Poverty Profile,"
Social Security Bulletin, XXVIII, January 1965, pp. 3-29.

The definition of poverty developed by the Social Security Administration
is based on a minimum, nutritionally-sound food plan designed by the Depart-
ment of Agriculture for "temporary or emergency use when funds are low."
The food costs in this subsistence plan are used to determine the minimum total
income requirement for different sized families. Budget levels for farm
families are reduced by 30 percent to allow for lower cash expenditures
required where home-grown food is available and to recognize the lower cost
of farm housing.
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stardard, the 1964 paverhi-income-tine for nonfarm families of four persons

was raised to $3,130; for farm families of this size it was lowered to $2,190.

A maximum poverty line of $5,090 was used for a family of seven or more. Non-

farm individuals were defined as poor if their money income was below $1,540;

for farm individuals, $1,080. Although this set of rules gives a more precise

definition of the poor than the single measure based on current income alone,

still it does not reflect differences in cost of living between regions of the

country, or differences in family asses' holdings. Nevertheless, in 1965 it

was adopted by the Council of Economic AdviSors and the Office of Economic

Opportunity as a rough guide pending further research.
1

The more sophisticated statistical approach shifted tdalphasis away from the

aged and farmers and toward large families and children, but it did not affect

the total number of the poor. The number e4 farm residents classified as poor

fell by over one-third, from 4.9 million to 3.2 million. The number of children

rose by 40 percent, from 10.8 million to 15 million. The number of aged poor

families dropped from 3.1 million to 1.5 million.

Despite its numerous shortcomings, the income poverty line of $3,000

originally established in the 1964 Economic Report of the President is still

a widely Jed point of reference for defining the poor. Its main advantages

are its statistical simplicity and the fact that it is the only definition for

which time series data are available on the characteristics of the poor.
2

See Economic Report of the President, Together with Council of Economic
Advisors Annual Report, January 1966 (Washington D.C.: U.S, Government Printing
Office, 1966) pp. 110-114. Also Office of Economic Opportunity, Dimensions of
Poverty in 1964 (Washington D.C.: U.S. Government. Printing Office, 1965).

2Robert J. Lampman, "Population Change and Poverty Reduction, 1947-1975,"
Leo Fishman, ed., Poverty Amid Affluence (New Haven: Yale University cress,

1966) p. 18.
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WHO ARE THE POOR?

CHARACTERISTICS OF THE POOR

The evidence indicates that poverty shows up everywhere. Every social,

ethnic, regional, occupational and age group has' its poor. However, some groups

are worse off than others. The poor are concentrated in one or more of the

following categories:

1. Old people, 65 years or age and over
2. Disabled persons
3. Widowed, divorced or separated women who are heads of household
4. Nonwhites
5. Small rural farmers, especially from the South
6. The illiterate or poorly educated
7. Children from large families

Table 1 gives a breakdown of the selected characteristics of all families

and of poor families for the year 1965. More than one-third (35 percent) are

headed by someone aged 65 or older; three-fifths have no more than eight years

of schooling; over one-fourth are headed by wome^; over a half (53 percent)

are not gainfully employed (i.e., they are either not in the civilian labor

force and/or unemployed); more than one-fifth (21 percent) are nonwhite; almost

half (45 percent) live in the South; and about 15 percent live on farms. With

regard to these characteristics, the table shows notable differences between

the poor and the total population.

WHERE ARE THE POOR?

Regional Poverty

The poor are everywhere; there are more than 1.4 million poor families

in the Northeast, more than 2 million in the North Central region, more than

3.7 million in the South, and more than a million in the West. (Table I)

However, fhe South is burdened with much more poverty than other regions. A

family from the South has more.than double the chance of. being poor than a

family living in any other region of the country.



Table I

SELECTED CHARACTERISTICS OF ALL FAMILIES
AND OF POOR FAMILIES, 1965*

Selected
Characteristic of
Head of Household

Number of Families
(thousands) Percen of Total

All

Families
Poor

Families
All Poor

Families Families

TOTAL 47,835 8,419 100 100

Age of Head of Household
14-.24 years 2,931 724 6 9

25-54 years 30,679 3,413 64 41

55-64 years 7,497 1,342 16 16

64 years and over 6,728 2,933 14 35

Education of Head
8 years or less 15,156 5,005 32 60

9-11 years 8,874 1,535 19 18

'--- 12 years 12,860 1,261 29 15

More than 12 years 9,945 561 21 7

Sex of Head
Male 42,829 6,210 90 74

Female 5,006 2,188 10 26

Labor Force Status of Head
Not in civilian labor force 8,750 4,138 18 49

Unemployed 1,211 334 3 4

Employed 37,874 3,901 79 47

Color of Family
White 43,081 6,634 _90 79

Nonwhite 4,754 1,773 10 21

Children Under 18 in Family
None 19.559 4,577 41 54

One 8,898 1,344 19 16

Two 8,339 867 17 10

Three or More 11,039 1,622 23 19

(Continued----)

s-
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Table I Continued

Selected
Characteristic of All

Head of Household Families
Poor

Families
All

Families
Poor

Families

Earners in Family
None 3,727 2,695 8 32
One 20,804 3,849 44 46
Two 17,628 1,569 37 19

Three or More 5,676 284 12 3

Regional Location of Family
Northeast 11,900 1,428 25 17

North Central 13,500 2,106 28 25
South 14,500 3,741 30 45
West 7,900 . 1,098 17 13

Residence of Family
Rural

Farm 2,749 1,223 5 15

Nonfarm 14,192 3,278 30 39
Metropolitan

In Central Cities 14,851 2,243 31 27
Outside Central Cities 16,043 1,652 34 20

* Poor families are those with a total income in 1965 of less than $3,000.

Sources: U.S. Department of Commerce, Bureau of the Census, Current
Population Reports, Consumer Income, Series P-60, No. 47, Sept. 24, 1965.

Statistical Abstract of the U.S., 1966, p.34I.

Current Population Reports, Consumer income, Series P -60, No. 48, April
25, 1966.
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Rural Poverty

Nearly half of the poor families (46 percent)1 live in rural areas, char-

acterized by rundown farms and communities, largely concentrated in the southern

part of the country. in 1965, 15 percent of the rural poor eked out a bare

existence either as small-scale farmers, hired farm workers, domestic migratory

Wprkers or share croppers. Although the labor force devoted to farming has

declined by one-half since 1940, the market for the skills required in agricul-

ture is still depressed.

Approximately 39 percent of rural poor families are nonfarmers. Their

income is low because they live in depressed communities developed around._

such declining industries as farming, mining, lumbering, and railroad construc-

tion.

These rural are3s are not only economically depressed, but they provide

inferior community services. For instance, rural people lag.almost two years

behind urban residents in educational attainment; rural children receive one-

third less medical attention than urban children.
2

Consequently, such areas

have become derelict communities, composed of population with inferior education

and lacking in physical and mental vigor. The able, aggressive young people

migrate. Since the 1940's, more than 26 million rural families have migrated

to the cities. Of those who remain, there are a disproportionate number of aged

perf;ons and persons inadequately equipped to compete successfully in modern

industry.

I"Rural Poverty Program," Message from, the President of the United States,
January 25, 1966, 89h Congress, 2nd Session, Document No. 367, p. I.

21bid., p. I.

2
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Urban Poverty

In 1966, more than half of the poor families lived in metropolitan

areas.
1

Although most of them live in cities, what is perhaps least recognized

is that over 20 percent of the poor families live on the fringe of large cities.

(Table I) The poor who live in industrialized cities are confined for the most
sw

part to overcrowded slum and ghetto districts. Not only do they live in old and

rundown buildings, but they are also denied adequate parks and playgrounds and

community facilities for recreation and social life. With urban areas receiving

millions of unskilled migrants from rural areas in the past two decades, the

poverty conditions in our urban areas have grown worse rather than better.

Pockets of Poverty

A significant portion of the poor are located in what can be identified as

"pockets of poverty." Among them are Appalachia, the Ozark plateau, and portions

of the Upper Great Lake states. In these depressed areas, unemployment is

chronic even when the nation as a whole is enjoying full employment opportunities.

Such areas are economically depressed either because of depletion of natural

resources, changes in consumer tastes, or technological progress.

WHY ARE THE POOR POOR?

People are poor for many reasons, but for purposes of analyzing what to

do about poverty, we can identify three broad categories. The first includes

families headed by able-bodied male breadwinners who have low annual earrings.

In 1964, 54 percent of poor family heads were members of the labor force.
2

In

the seconC category are those who cannot or do not support themselves by partici-

pating in the labor force. In 1964, 49 percent of poor family heads were neither

working nor looking for work. (TabEe -I) A third category which partially over-

I

Report of the President's National Advisory Commission on Rural Poverty made in
Feb. 1967 as reported in the San Francisco Chronicle, Feb. 6, 1967, p. 6.

2
See Table I. Of the 54 percent who were members of the labor force, 47 percent

were employed and 4 percent unemployed.
f
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laps the other two includes those who are poor because of large family size.

In 1964, 41.1 percent of families with five children or more were poor.

Poor with Low Earning Power

A family head with low earning power suffers from irregular employment

and/or low wages. This condition stems from four basic factors: I) inadequate

aggregate demand, the failure of the economy to provide enough jobs for all the

members of the labor force; 2) low productivity of individuals; 3) low demand

for labor in declining occupations or industries (structural unemployment); and

4) discrimination, limited job opportunities for certain groups.

Inadequate aggregate demand. When the economy is in a business recession,

there are not enough jobs to provide paid employment for everyone who is able

and willing to work. Low aggregate demand was the major cause of poverty in

the 1930's. It was also sicnificant during the years 1957-1965 when the unem-

ployment rate averaged 5 1/2 percent. Since early 1966, very little unemploy-

ment is directlyattributable to inadequate demand. The overall unemployment

rate has dropped below 4 percent,
2
generally considered the benchmark of full

employment.

Low productivity. In 1966, some two million
3
breadwinners had such low

hourly earnings that their annual incomes were insufficient to keep the family

above the poverty line. These wages indicate a large number of persons with

low productivity. Low productivity may be the result of deficient education

and training, lack of opportunity, poor health, or physical or mental deficiencies.

1Fv1Iie Orshansky, "Recounting the Poor--A Five Year Review,".Social Security
Bulletin, Vol. 29, No. 4, April 1966, pp. 24-25.

2Economic Report of the President, 1967, Table R-22, p. 239.

3
Ibid., p. 5.
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For the most part, heads of low income fam!lies are concentrated in dow-

p.)ying occupations such as farming, semi-skilled factory work, service work,

laborers, and the like. (Table 2) At least 10 million employees receive a

wage of less than $1.50 per hour, and many farmers and other self-employed

persons, who are rarely counted as unemployed but are sometimes underemployed,

earn low enterpreneureal income.

Structural Unemployment. The stricturally unemployed are those who lost

their jobs because of changes in the structure of the society ana remain unem-

ployed for a long period of time (15 weeks or more) because of obsolete skills.

Unemployment may be caused by plant closings, plant relocations, a rapid

technological change. It may be the result of the workers living in a depressed

area or in an area rapidly changing in technology. Because of poor education,

inability or difficulty in learning new skills, unwillingness to move from

areas with contracting industries to new areas with expanding industries, the

structurally unemployed have severe problems in finding new jobs. Some of

them can find only intermittent employment. Others, none at all. In 1966, there

were approximately one million unemployed who would be classified as structurally

unemployed.
2

Discrimination. It is, hard to look at the data on employment and earnings

of youths, the elderly, women and nonwhites without concluding that some form

of discrimination must exist in hiring and promotion practices. The fact that

earnings for these groups are lower and that unemployment rates are often higher

cannot be refuted. The question is what causes these differentials? Are these

Lz,mpman, op. cit., p. 22.

2
Economic Report of the President, 1967, p. 57.
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groups less able members of the labor force? That is, do they have lower pro-

ductivity than others who do the same work, and are they incapable of holding

highe- paying jobs? From the standpoint of efficient resource allocation, the

only justification for lower earnings is lower productivity. If these groups

are in fact less productive, why are they less productive? Lower productivity

is partially a reflection of discrimination by employers and the society as a

whole if these groups do not have equal opportunity to education, to get work,

to get promoted and to stay employed.

It is very difficult to document the existence of discrimination using

statistics on earnings and employment. One must study hiring procedures and

personnel policies of employers to find out if personal traits affect hiring,

advancement and lay-offs. We must study differentials in public education.

The existence of discrimination has been generally accepted and has been the

basis of public legislation such as the Fair Employment Practices Act forbidding

employers operating in interstate commerce from discriminating against certain

groups in hiring and state laws requiring employers to pay equal pay for equal

work. Discrimination is a serious problem because it is unjust by preventing

certain members of the labor force from developing more productive skills, thus

retarding growth.

Poor Unable to Work (Hard Core Unemployables)

Some 6 1/2 million poor, constituting almost half of the poor families,

are headed by persons who G.annot or should not be in the labor force, et least

on a full-time basis.
1

Such family heads are increasingly becoming the dominant

group of "hard core poor"--those families who live permanently below the poverty

line of annual income per family.

1

Harry G. Johnson, "Unemployment and Poverty," in Fishman, ed., op. cit.,
pp. 188-189.
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Table 2

OCCUPATION OF EMPLOYED HEAD IN FAMILIES WITH
INCOME UNDER S3,-000, 1963

Occu ation of Family Head Percentage Employed

Tctal employed--4,167 thousand families 100.0%

Professional, technical, and kindred workers 3.5
Self-employed 0.8
Salaried 2.7

Farmers and farm managers 21.2
Managers, officials, and proprietors

Excluding farms 8.5
Self-employed 6.9
Salaried 1.6

Clerical and kindred workers 3.5
Sales workers 2.6
Craftsmen, foremen, and kindred workers 8.4
Operatives and kindred workers 17.1

Private household workers 4.6
Service workers, excluding private household 11.7
Farm laborers and foremen 7.8
Laborers, excluding farm and mine 11.1

Source: U.S. Department of Commerce, Bureau of the Census, Current Population
R222r--i-s, Consumer Income, Series P-60, No. 45, "Low Income Families and Unrelated.
Individuals in the United States, 1963," (Washington D.C.: U.S. Government
Printing Office, June 18, 1965), p.9.
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Non-participation in the labor force may arise from a number of reasons:

(1) the head of the household is unable to work because he is past retirement

age, chronically ill, or physically or mentally disabled; (2) the head of the

family is a woman needed in the home because of the responsibilities for care

of young children. Such a family situation--commonly referred to as "broken

homes"--may result from divorce, desertion, illegitimacy, or death of a hus-

band; or (3) the breadwinner, although physically able to work, is not actively

seeking work either because of discouragement about finding a job or lack of

motivation. These groups are frequently referred to as the "hard core" unemploy-

ables.

It estimated that there are i/2 million to I million potent,)) workers

who are not even counted as unemployed in the official statistics.
1

Thes3 are

family heads from blighted family or community environments who have withdrawn

from the labor force because of discouragement about job opportunities. Some

in this category have never even tried to find work.

Those who are among the "hard core unemployables" suf:er :..rom personal

disadvantages which make it difficult for them to get a job or hold jobs even

when the economy is booming. Many of them are functionally illiterate. They

frequently suffer from poor health and physical defects. Some are mentally

retarded or physically handicapped. Some suffer from emotional instability.

Others have prison records. Many have poor work hatits and lack motivation

and discipline. They losE jobs because of absenteeism, tardiness, and inability

to follow instructions. Some are younger workers who are unwilling to take low

(Economic Report of the President, 1967, p. 57.
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paying jobs, bui idek The patience, discipline, or opportunity acquired training

for better ones.
1

Poor Because of Large FaHly Size

At lease five million of the fifteen million poor children are in families

whose heads had a regular full-time job in 1963 but whose incomes were too low to

l!ft the family out of poverty.
2

Some 72 percent of poor persons are in families

of three or more persons and 36 percent are in families of six or more persons.

Large family size operates primarily to reduce the share of the family income

available to meet each individual member's needs; but it can operate in various ways

to reduce the total family income, notably by preventing the mother from working.

In "Children of the Poor" Mollie Orshansky points out that non-white families

are considerably larger than the average family size of whites. Three out of

every five mother-child families with six or more children are non-white, but only

one out of five among those with one child. A fourth of the husband-wife families

with six or more children are non-white, in contrast to 7 percent of those with a

single child.
3

To some extent, the slower progress of non-whites against poverty

can be explained by their more rapid rate of population growth.

THE RELATION BETWEEN LABOR MARKET STRUCTURE AND POVERTY

We have described who the poor are, where they are and what conditions make

;hem poor. Now it is time to assess the possibility and strategy for eliminating

poverty altogether in this society.

Except for the extreme political conservatives, most groups advocate goven-

ment action to help the poor. The conservatives contend that poverty cannot and

should not be eliminated because in a hea;thy, competitive free enterprise economy

Ibid., p. 108.

2"Counting the Poor: Another Look at the Poverty Profile," Social Security

Bulletin (January 1965), p. 6.
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there will always be poor people who do not, cannot, compete. However, the

majority opinion, as expressed by recent actions by the Federal Government, considers

the existence of poverty a weakness in our economic system because the poor do not

share the general prosperity of the country.

To do something about poverty, it is necessary to understand how our

society creates poor people--how poverty is related to the structure or conduct of

our economic system. Then we can take action to alter the structure or conduct to

improve the performance of..the system--to eliminate poverl-y.

In the U.S. poverty exists because some people earn low personal incomes and,

furthermore, they do not receive adequate public services to offset this low

income. They do not have the purchasing power and there are not enough public

services to allow them to maintain an adequate standard of living. Because low

income families earn most of their income from selling labor services, it is

important to look at factors affecting demand and supply of labor in different

occupations and industries.

In a market economy, workers with higher productivity earn higher wages.

Furthermore, as demand for workers changes, due to changing demand and supply

condition!" competitive market operation should cause workers to move from occupa-

tions or industries where wages are lower to higher paying jobs. Thus, through

the operation of competitive markets (of the law of supply and demand) persons tend

to earn an income equivalent to what they contribute to production. In addition,

the reaction of labor force members to changing wages and salaries assires that workers

will move to occupations and industries where there is an increased demand for labor.

To the extent that labor markets are imperfectly competitive, people cannot or

do not respond to changing labor market conditions very fast or at all. The

result is that some groups earn higher wages and salaries than they should while

others earn lower incomes or no income at all. To get a clear picture of what
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factors create low paying jobs and unemployment it is necessary to study labor

market demand and supply conditions.

The Demand for Labor

Demand for labor is determined by the needs ano hiring practices of American

industry and government agencies. Today these employers are demanding more anc

more skilled workers, technicians, professional and managerial personnel. As our

economy becomes more technologically advanced there are proportionately fewer

unskilled and semiskilled jobs. This trend towards more skilled occupations means

that employers are demanding more education and training of job applicants and that,

as new demands arise in industry and government, labor force members must be willing

to get additional training to move into entirely new jobs and locations. Modern

American industry requires a well educated and mobile labor force.

While changing demand for labor explains the long-run trends and changes in

the kinds of available jobs, personnel policies of employers explain who gets

hired and who advances to higher paying jobs. If labor markets were perfectly

competitive, market supply and demand conditions would determine wages, working

conditions and hiring practices. In fact, for most jobs the employers (or the

employer and union) make these decisions. The more market control the employer

has over demand for workers, the more control the employer has in making these

decisions. Where col!ective bargaining exists, the union and management bargain

together to determine wages, fringe benefits, working conditions and hiring and

firing :)ractices. If workers are dissatisf-i-td they can file a grievance and the

union will represent them in working out a solution with the employer. If there

!s no union, the individual employee ordinarily has little power by himself to

affect wage and employment decisions. His main resource is to threaten to quit

a job which he finds unsuitable and to look for another. If the employee is very

important to the business operation, then this threat will force the employer to
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satisfy the employee's demands. Otherwise, the disgruntled employee stays

disgruntled or finds a job somewhere else.

It is important to learn how hiring and personnel practices in business

and government affect the poor. Do these practices discriminate against certain

groups of people? The statistics provided in the previous chapter suggest that,

on the average, employers are less willing to hire women, young people, older

people, minority ethnic groups. Although employer preferences relfcct actual lower

productivity of these groups, if it is easier to get a job if you are whi:e,

male and between 25 and 40, then these other persons are discriminated against

and employer practices affect who the poor are.

The Supply of Labor

You have learned that the poor earn low incomes or are unemployed altogether.

Outside of a period of general unemployment when there arc not enough jobs to go

around, it is safe to say that low paid or unemployed workers don't have h.gh paid

skills, and often they have not been willing to move away from chronically depressed

industries or regions. For some reason the poor do not or cannot respond to

changing demand for labor. The big question is why. Are they incapable of being

part of the high paid labor force or are they a wasted resource? What determines

the amount and quality of a person 's education, how much job experience he gets,

how eager a person is to work and to advance himself economically, how willing he is

to change jobs and locations in search for better paying jobs?

The current interest in programs to improve education, housing, health and

recreation for the poor rests in part on the assumption that being poor affects

a person's economic opportunity and his expectations about work possibilities.

Social environment--home life and community life--determines economic opportunity

and motivation to work for, economic pay offs. Recent studies show tha- the poor

receive inadequate or inferior social services such as education. Furthermore,

living in poverty affects expectations about the possibility for getting or holding
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a good job; the poor have less incentive than others to go to school, to get

jobs, to change jobs, etc. Thus, in addition to raising current standards of liv-

ing for the poor, these programs will affect the supply of labor by upgrading

abilities and increasing mobility of people who grow up in slums or rural poverty.

PUBLIC ASSISTANCE AND SERVICES FOR THE POOR

Although we hear a lot about programs providing services to the poor,

actually most government services go to higher income groups. Public highways,

bridges, schools, libraries, the post office serve the public in general and there-

fore directly benefit higher income classes more than the poor. Public servies

such as police and fire protection, in protecting property as well as lives,

directly benefit property owners more than other citizens. Table 3 shows the

amounts spent on social welfare expenditures under public programs. Note that even

when education (representing a third of the total) is included, still public wel-

fare expenditures comprisaionly 42% of government expenditures in 1965.

Even though public assistance programs for the poor do not make up a major

portion of government expenditures, these programs are extensive (Table 3) and

they do affect income distribution (Table 4). Poverty would be more prevelant

in the U.S. today if the federal, state and local governments did not accept

responsibility for maintaining the incomes of people who do not earn an adequate

income trhough their own effort. Three broadly different approaches to income main-

tenance have been used: I) programs of social insurance, financed by earmarked

payroll taxes with benefits fixed by formula and without any suggestion of

"charity"; 2) public assistance, more commonly referred to as "welfare," which

is wholly based on need and financed out of general revenues; 3) public

provision of services such as medical care, housing, and urban renewal, usually

financed through general revenues rather than payroll taxes.
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iabIe 4

THE IMPACT OF GOVERNMENT TAXING AND TRANSFER PROGRAMS ON INCOME DISTRIBUTION,

UNITED STATES, 1950

Money Income
class (based

Distribution
of spending

Final Income Adjusted for Taxes,
Transfers, and Government

on Initial units Initial Income Services
Income)

(Percent) Billions Percent Billions Percent

Less than $1,000 14 2.804 1.43 9.73 5.0
$1,000-1,999 19 16.188 8.23 21.860 11.3
$2,000-2,999 21 28.466 14.47 31.734 16.4

$3,000-3,999 19 33.750 17.16 34.790 18.0
$4,000-4,999 II 27.438 13.95 26.211 13.6
$5,000-7,499 II 36,370 18.49 33.968 17.6
$7500-add over 5 51.687 26.28 34.747 18.0

TOTAL

100 196.703 100.00 193.046 100.00

Source: Alfred H. Conrad, "Redistribution Through Government Budgets in the United
States, 1950," In Alan T. Peacock, (ed.) Income Redistribution and Social Policy
(London: Jonathan Cape, 1954), pp. 178-268.

Also in: Lloyd G. Reynold, Economics, p. 436, table 3
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Social Insurance. Social insurance programs include the Federal Old-Age Survivors

and Disability Insurance (OASDI) System and unemployment insurance. The biggest

of the two programs in OASDI (frequently referred to as "Social Security") which is

national in scope, with the same rules and formulas applying throughout the country.

Roughly one-third of the OASDI benefits ($18 billion in 1965) went to the poor and

another two-fifths went to households which otherwise would have been poor.

Unemployment insurance is a joint federal-state activity. The federal govern-

ment administers the program and collects the taxes, but most decisions about the

levels of benefits, criteria for eligibility, and to some degree tne payroll tax

rates are left to the discretion of the states.

There are a number of shortcomings in our present social insurance system.

Although the social insurance programs have been liberalized from time to time with

respect to coverage and level of benefits,
2

large categories of workers are still

excluded, and the level of benefits is frequently inadequate. For example, minimum

benefits are still so low that nearly two-fifths of all aged remain poor despite

OASD1. In addition, unemployment insurance benefits can be received for only a

limited time period, and, therefore, the program does not provide for those who suf-

fer from long-term unemployment.

Public Assistance. The major income maintenance program aimed directly at the poor

is public assistance. Expenditures under this program totalled nearly $7 billion

in fiscal year 1966.
3

Public assistance programs are administered joint!y with the

State and Federal governments, with the State paying 41 percent of the costs and

I

Economic Report of the President, 1967, p. 140.

2
The social insurance programs are abased on the Social Security Act of 1935.

3
Included in these expenditures were Food Stamps and Commodity Distribution.

Economic Report of the President, 1967.
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establishing standards of eligibility.

Four categories of aid have been established under the public assistance pro-

grams: (1) aid to the aged; (2) aid to the families with dependent children;

(3) aid to the blind; and (4) aid to the disabled. Although these categories cover

a large segment of the poor, they leave important gaps in our income maintenance

system. For example, only about one-quarter of the nation's poor citizens qualify

for welfare aid; 12 million children in families earning less that $3,100 a year

receive no benefits.
1

Why is the gap so large? There are a number of reasons:

(1) families suffering from chronic unemployment are ineligible for public assistance

in many states; (2) there are only limited provisions against loss of earning power

due to temporary disability; (3) there are still many individuals who receive little

help because they do not know how to seek it or who are poor for such reasons as

mental illness, alcoholism, or drug addiction; (4) there are also great variations

in the intensity o' effort with which communities search out the people who need

help; (5) most importantly, they exclude people in families headed by workers who

have jobs, even though their earnings yield an income too low to lift the family out

of poverty.

Public assistance has other weaknesses as well. Such a program should provide

benefits on the basis of needs while preserving incentives for self help. Actually,

most public assistance programs fail on these counts. First, to determine need there

are means tests, detailed regulations and invasions of privacy and surveillance.

Second, some states have established low standards of need and they have imposed

stringent requirements relating to the length of residence, other income and assets

I

National Commission on Technology, Automation, and Economic Progress, Technology
and the American Economy (Washington D.C.: Government Printing Office, 19(6)

-204-

22')



and relative's' responsibility. For example, seven states provide a mother and three

children less than $120 a month to live on--a situation which actually perpetuates

poverty. Only 17 states, including New York, Connecticut, and New Jersey, pay 100

percent of their own standards for needy families. Alabama, Alaska, Florida, and

Mississippi all pay less than 40 percent.
1

Third, some of those who receive aid may be discouraged from helping themselves

since assistance payments are frequently reduced one dollar for every dollar of

earnings. The rule disqualifying a family from receiving aid if the head of the

household is an able bodied male--even if unemployed--may promote family dissolution.
2

In states imposing such rulings, a man unable to provide adequately for his wife and

children can make them eligible for aid to families with dependent children only by

deserting them.

Other problems with public assistance also exist. Social workers are assigned

to each case to promote restoration of the welfare client to a productive life where

possible, to'bring his family in contact with available social services, and to help

improve living conditions. Because of the problems of administration, the social

workers are largely responsible' for certifying "need" and establishing "eligibility"

of clients and have little time to provide the professional services to the poor

families.

Social Service. Public services such as medical care, urban renewal, and housing

which primarily benefit the poor have proved to be controversial issues. Until

recently such social services have been provided on only a limited basis. The pas-

sage of the medicare program in 1965 marked a breakthrough in the expansion of such

)Wail Street Journal, March 29, 1967, p. I.

2The Unemployed Parent Program under AFDC, introduced in 1962 and now in operation in
21 states,attempts to eliminate this situation in the Public Assistance sistem.
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services. What is more, it inaugurates the beginning of social insurance financed

out of general tax revenues rather than from payroll taxes on the recipient's income.

DESIGNING A PROGRAM TO ELIMINATE POVERTY

The elimination of poverty is a major concern of public policy makers today.

The problem is consiaerable and seemingly impossible to solve. The readings

accompanying this chapter provide descriptions and assessments of various proposals.

We invite you to try to use these text chapters and the readings to develop your own

recommendations about whether or not or how to deal with poverty.

In making up your program remember that to eliminate poverty you must consider

both short-run and long-run solutions. Certain programs may be effective in eliminating

poverty now, but they will not affect the causes of poverty; they will not change

the structure of the society so that poverty will disappear. In developing programs,

you should also keep in mind the reasons people are poor. There is probably no one

program which will wipe away all poor people forever. Different people are poor

for different reasons, so the program will have to be geared to get at these different

,'ruses of poverty. Finally, when you have finished your try at social engineering,

it would be well to sit back and look over your brain child. Along with its impact

on poverty, what other effects will it have on U.S. society?
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APPENDIX

Note to Appendix

The preceding statistical tables on poverty attempt to identify the poor by

comparing the percentage of poor families in a certain group with the percentage

of all families in that group. We find out who the poor are by observing whether

male or female, white or nonwhite family heads are more prevalent among poor families

than among all families.

Another way to identify the poor and analyze the causes of poverty is to determine

the "incidence" of poverty. The incidence of poverty for any specified group of

families is the percentage of that group with incomes below $3,000. For all families,

the incidence in 1964 was around 18%. An incidence of a particular group higher than

18%, or higher than the rates for other similar groups, suggeststhat some character-

istics of that group are causally related to poverty. The basic cause may not be the

particular characteristic used to classify the group. But an examination of groups

with high incidence should throw light on the roots of poverty.

An example from one of the following tables will illustrate the usefulness

of this kind of data. In Table A you will note that the incidence of poverty among

nonwhite families is 37.3%. This means that 37.3% of nonwhite families receive an

income under $3,000. This is higher than the general incidence of poverty (18%), and

it is higher than the incidence of poverty among white families (15.4%). Therefore,

we should study nonwhite families to find out what conditions tend to make a larger

percent of them poor.



Table A

INCIDENCE OF POVERTY BY EDUCATION,
COLOR, AND RESIDENCE, 1964*

Selected Characteristic Incidence of Poverty
(Percent)

All families

Education of Head

18.0

8 years or less 33.0

9-11 years 17.3

12 years 9.1

More than 12 years 5.6

Color of Family.

White 15.4

Nonwhite 37.3 '
Residence of Family

Farm
White 39.0
Nonwhite 80.1

Non-farm
White 13.6

Nonwhite 34.8

*Note: Data relate to families and exclude unrelated individuals.
Poverty is defined to include all families with total income of less
than $3,000; these are also referred to as poor families. The
incidence of poverty is measured by the percent of poor families
with d given characteristic of all families having the same charac-
teristic.

Sour:: U.S. Department of Commerce, Bureau of the Census, Cu-rent
Population Reports, Consumer income, Series P-60, No. 47, September
24, 1965.
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Table B

INCIDENCE OF POVERTY, BY CHARACTERISTICS RELATING
TO LABOR FORCE PARTICIPATION, 1964*

Selected Characteristics Incidence of Poverty
(Percent)

All families 18.0

Earners in Family
None 72.3

One 18.5

Two 8.9

Three or More 5.0

Labor Force Status of Head
Not in Civilian Labor Force 47.3

Unemployed 41
n-t e

.0

Employed 10.3

Age of Head
14-24 years 24.7

25-54 years 11.1

55-64 years 17.9

65 years and over 43.6

Sex of Head
Male

With Wife in Labor Force
Female

14.5

6.7
43.7

*Note: Data relate to families and exclude unrelated individuals.
Poverty is defined to include all families with total money income
of less than $3,000; these are also referred to as poor families.

Incidence of poverty is measured by the percent poor families with
a given characteristic of all families having the same characteristic.

Source: U.S. Department of Commerce, Bureau of the Census, Current
Pcpuiation Reports, Consumer Income, Series P-60, No. 47, September
24, 1965.

.r.
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Table C

INCIDENCE OF POVERTY BY OCCUPATION
OF FAMILY HEAD, 1963*

Occupation of Family Head Incidence of Poverty
(Percent)

Total employed 11.2

Professional, technical, and kindred workers 3.2
Self-employed 4.6
Salaried 2.8

Farmers and farm managers 47.7
Managers, officials, and proprietors, excluding farm 5.9

Self-employed 11.4
Salaried 1.8

Clerical and kindred workers 5.1

Sales workers 5.4
Craftsmen, foremen, and kindred workers 5.0
Operatives and kindred worknrc J9.5

Service workers, excluding private household 17.8
Private household workers 69.0
Farm laborers and foremen 64.8
Laborers, excluding farm and mine workers 24.4

*Note: Data relate to families and exclude unrelated Individuals.
Poverty is defined to include all families with total money income
of less than $3,000; these are also referred to as poor families.

Incidence of poverty is measured by the percent poor families with a
given characteristic are of all families having the same character-
istic.

Source: U.S. Department of Commerce, Bureau of the Census, Current
Population Reports, Consumer Income, Series P-60, No. 45, "Low -I.1-
come Families and Unrelated Individuals in the United States, 1963,"
(Washington D.C.: U.S. Government Printing Office, June 18, 1965),

p. 11.
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Table D

NUMBER OF HOUSEHOLDS AND INCIDENCE OF POVERTY OF
POOR FAMILIES WITH CHILDREN UNDER AGE 18, BY SEX OF HEAD,

FARM-NONFARM RESIDENCE, AND BY RACE, 1964*

Selected Characteristics
Number of
Households
(in millions)

Incidence
of Poverty
(percent)

By Total Families 4.5 16.0

1-2 children 1.8 10.8

3-4 children 1.5 18.8

5 children or more 1.1 41.1

By Sex of Head
Male:

1-2 children 1.2 7.8

3-4 children 1.0 13.8

5 children or more .9 35.2

Female:
1-2 children .6 36.1

3-4 children .5 58 .6

5 children or more .3 83.8

By Residences
Nonfarm:

1-2 children 1.6 9.9

3-4 children 1.3 17.4

5 children or more 1.0 39:2

Farm:

1-2 children .2 25.8
3-4 children .2 38.8

5 children or more .2 52.4

By Color
White:

1-2 children 1.3 8.6
3-4 children 1.1 14.4

5 children or more .6 29.4

Nonwhite:
1-2 children .5 32.1

3-4 children .5 54.4

5 children or more .5 76.1

;Note: In this table poverty is defined by the Social Security Adminis-
tration's new poverty-income standard; it takes into account family
size, composition, and place of residence.

Source: Mollie Orshansky, "Recounting the Poor--A Five-Year Review,"
Social Security Bulletin, Vol. 29, No. 4, April 1966, pp. 24-25.
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Table E

NUMBER OF POOR FAMILIES AND INCIDENCE
OF POVERTY, 1947-1965*

Year

No. of Incidence

Poor of Poverty
(millions) (percent)

1947 11.2 30.0
1948 12.0 31.2
1949 12.7 32.3

1950 11.9 29.9
1951 11.3 27.8

1952 10.7 26.3
1953 10.1 24.6
1954 11.0 26.2

1955 10.1 2 3 . 6

1956 9,4 21.5
1957 9.5 21.7
1958 9.6 21.8

1959 9.3 20.6

1960 9.2 20.3
1961 9.3 20.1

1962 8.9 18.9

1963 8.5 18.0

1964 8.2 17.1

1965 8.0 16,5

*Note: Poverty is defined to include all families with total money
income of less than $3,000 in 1965 prices; these are also referred
to as poor families. Incidence of poverty is measured by -the percent
that poor families are of all families.

Source: Economic Report of the President, 1967, p. 237.
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Table F

SELECTED CHARACTERISTICS OF FAMILIES
IN INCOME DECILES, 1964

(in percentages)

Second Fourth Sixth Eighth
Lowest and and and and Top

Percent of Families Tenth Third Fifth Seventh Ninth Tenth TOTAL

Having collage educa-
tion 9% 12% 15% 24% 35% 57%

Living in suburbs 12 16 23 30 43 50

than 1963 income 15 26 43 60 63 63

Husband-wife families 33 58 77 86 90 90

1964 income higher

Two or more major
earnersa

Head retired, house-
wife, student

9 23 38 56 49

63 44 15 6 5 8

Head having worked
less than 40 wks 26 16 II 7 5 5

Nonwhite 23 18 II 6 5 1

Percent of total money
income before taxes I 7 14 20 28 30

Median total in-

comeb $1080 $2840 $5200 $7500 $10670 $17800

Number of famil-
ies in survey 357 712 713 713 712 356

100%

100

100

100

100

100

100

100

100

aMedian amounts rounded to nearest ten dollars.

bA major earner is defined as having received at least $600 earned income in 1964.

Source: University of Michigan, Institute for Social Research Survey Research Center,
1965 Survey of Consumer Finances (Ann Arbor, Mich.: Ann Arbor Press, 1966), p. 21.
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Unit II
Lesson 8 Reading No. 1

THE MARKET STRUCTURE OF THE ALUMINUM INDUSTRY

1. TECHNOLOGY

Stages of Production
:,

The aluminum industry can be divided into five subindustries, one for each

stage of production. (See Figure 1 In appendix). Each stage of production uses

a distinct technology and usually a plant in a separate geographic location.

Producers who engage in three to five stages of aluminum production are called

integrated firms. Those who participate in only one or two stages of fabricated

aluminum are called independent producers.

Stage 1 of aluminum production involves the mining and processing of two

ores: bauxite, the principal aluminum ore, and flourspar, a chemical compound

essential in the reduction of aluminum. Bauxite mining, however, is the major

operation. Today the bulk of United States bauxite requirements is obtained

from American owned low-cost deposits in Jamaica, Surinam, and British Guiana.

Some tow-grade bauxite is also obtained from mines in Arkansas. United States

producers are developing new sources in AOstralla and.Ghana where extensive

high quality ore reserves have. recently been discovered. :OnJted States producers

Own and operate their oWn shipping service for transporting bauxite and flourspar

ores from abroad to the processing plants in the United States..

amel,of aluminum production involves the refining of bauxite into the

mineral compound aluminum oxide, commonly called alumina.
1

The alumina plants

are mostly located neartbe coastal ports of the Gulf of Mexico where the bulk

of imported bauxite ores is shipped. fin:addition
r

to refining bauxite ore,

aturina plants also manufacture other raw materials essential for the production

1 The special chemical process to extract alumina from bauxite was discovered
by the German chemist, Karl Josef Bayer, in 1889.

231



primzry aluminum. Thus aiumina plants process and manufacture almost all

the chemical products needed for the production of aluminum metal.

In Stage 3 of production, dissolved alumina is reduced or smelted by an

electrolytic process into the primary metal aluminum.
2

The large quantities

of electric power required to produce aluminum (15,000 to 17,000 kilowatt hours

for one ton of aluminum) originally required the location of aluminum plants

near sources of low-cost hydroelectric power in the Pacific Northwest and

Tennessee Valley. However, the increasing efficiency of thermal power plants

has resulted in the construction of coal-powered reduction plants located largely

in the Ohio Valley and in Texas. Today approximately forty-five percent of the

United States smelter capacity is based on hydroelectric power, thirty-four

percent on coal, and twenty-one percent on gas.
3

In Stage 4, aluminum ingot is fabricated into relatively standardized

wrought products in either semi- finished or final form. About three-quarters

of the primary aluminum metal is processed into so-called mill-end products

consisting of sheet and plate extrusions,
4
rod and bar, wire and cable, foil,

tubing, forgings, and powder. Most of the remainder is used in castings, :Ind

a relatively small portion goes into alloying and steel deoxidizing.

2
This process was deVeloped by the Amer;can chemist, Charies M. Hall in 1886.
Except for substantial improvements in equipment and for the size of the units
employed, the Hall process in use today is basically the same as when developed
some 80 years ago.
3
U.S. Department of Commerce, Aluminum Factbook(Washington, D.C.: U.S. Govern-

ment Printing Office, 1963), p. 21.

4
Extruding consists of forcing aluminum ingot through a die that has an opening

similar to the finished shape. This operation is analogous to forcing toothpaste
through a tube. Numerous industrial products are made by extruding as well as
consumer items such as doors ,nd storm windows.
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In Stage 5, aluminum mill products are processed further into almost every

conceivable type of consumer-end products. Typical examples of end-use fabricationa

are building materials, automobile and aircraft components, household appliances,

packaging and containers and electric products such as wire and cable.

In 1965, there were only eight integrated producers in the aluminum industry.

Four of the eignt were fully integrated firms engaged in all five stages of produc-

tion. The remaining four were partially integrated firms engaged in Stages 3, 4,

and 5, i.e., reduction of alumina into primary aluminum and fabrication of aluminum

metal into semi-finished and finished forms. (See Figure 2 in Appendix).

Vertical integration, even partial, offers a company a number of advantages

over those who are independent fabricators. First, it guarantees the integrated

firm an adequate supply of aluminum metal for its fabricating needs (probably at

a lower cost than if it were a buyer). Second, it provides a captive market through

its own fabricating plants for increased sales of aluminum metal. Third, it gives

the integrated firm a broader earnings base when profit margins are low on fabri-

cated products compared with primary metal.

II. SELLER CONCENTRATION

Up to World War II, the United States aluminum industry consisted almost

entirely of the Aluminum Company of America, commonly called Alcoa. By 1965,

seven new firms had entered the industry. These included: Reynolds Metal Company

and Kaiser Aluminum Company which joined in the 1940's; Ormet, Anacorda Aluminum,

and Harvey Aluminum which. entered in the 1950'6; and Consolidated Aluminum Company

(CONALCO) and Intalco Aluminum Company, which joined the industry in the 1960's.
5

5Ormet is jointly owned by Olin Mathieson and Revere Copper and Brass; Anaconda
is owned by Anaconda Copper; Harvey is a Los Angeles aluminum fabricator.
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Several others were rumored to join the industry in the second half of the 1960's.

Credit for the break-up of Alcoa's monopoly position goes largely to the

United States Government, which fostered new entry into the industry in two impor-

tant ways: (1) disposal of its World War II aluminum plants at low cost to two

aluminum fabricators, Reynolds Metal Company and Kaiser Aluminum Company, and

(2) generous financial assistance to new entrants through government loans, tax

incentives, accf-d.l.rltt.d write-offs and profitable orders.

The three largest producers of the aluminum industry are Alcoa, Reynolds, and

Kaiser. Because of their dominance, they are referred to as the "Big Three." They

are fully integrated firms engaged in all five stages of production. The "Little

Three" consist of Anaconda, Harvey, and Ormet, all of whom started out in the fabri-

cating end of aluminum production. Only Ormet is completely integrated, although

a relatively small producer compared to the Big Three. (See Figure 2 in appendix).

Stage I Setter Concentration.

Seller concentration in the aluminum industry varies with the stages of produc-

tion. In 1964 only the Big Three and Ormet were involved in the first"stage of

production. The Big Three own or control extensive deposits of bauxite both In the

United States and abroad. Ormet, the smallest producer, does not presently own

its own mines but purchases its bauxite supplies in Dutch Guiana on a long-term lease

from foreign owners. Figures are not currently available on the relative size of

each firm's bauxite holdings. Reynolds, however, reports it presently has suffi-

cient bauxite supplies for its own use for at least 40 years at the current opera-

tion level.

Stage 2 Seller Concentration.

In 1964, only the. Big Three and Ormet were engaged in this stage of produc-

tion. In 1964, there were eight domestic alumina plants; three were owned by

Alcoa, two each by Reynolds and Kaiser, and one by Ormet. The'percentage share of

domestic alumina plant capacity in 1963 was as follows: Alcoa, 37.3 percent;
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Reynolds, 31.9 percent; Kaiser, 24.3 percent; and Ormet 6.5 percent (Figure 4 in

appendix). In addition to its domestic alumina plants, Alcoa also own two plants

in Australia and Surinam. A number of foreign-based alumina plants are being

planned or are under construction abroad by other integrated producers.

Most of the alumina output of the Big Three is produced for their own

aluminum reduction plants; a part, however, is sold to the partially integrated

firms for use in the latter's reduction facilities. Ormet, however, produces

alumina only for its own reduction plants.

Stage 3 Seller Concentration.

All eiclt integrated producers are engaged in the reduction of primary alumi-

num. The changes in market shares of the Big Three primary producers and the

Little Four for selected years, 1940-1964, are shown in Figure 3 in the appendix.

Until 1958, the Big Three produced 100 percent of the primary aluminum output,

With the entry of four new firms between 1958-1964, the Big Three's share of the

market was reduced to 83 percent. In 1964, the fully integrated producers had

92 percent of the industry output, and the partially integrated producers had

8 percent of tne industry production.

The Big Three produce aluminua meta: both for their own fabricating plants

and for general sale to the independent fabricators. The smaller firms produce

aluminum metal mainly fcr their own fabricating plants, rather than *.or general

sale.

Competing_Sources of Supply: Stage 3.

In addition to the output of domestic primary producers of aluminum, there

are three other sources of supply of aluminum metal: (I) imports from foreign

primary producers; (2) secondary smelters of aluminum metal; and (3) the U.S.

government stockpile of.aiuminum metal (Figure 5 in appendix).

-6-
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Foreign imports constitute approximately 12.5 percent of tha H.S. ingot supply,

having grown by 2.5 percent since 1958. Almost two-thirds of these shipments have

come from Aluminium Limited in Canada, with the remainder from some dozen countries

including Norway, France, and Japan. Most of the primary metal imports is sold to

the non-integrated fabricators, but some is sold to primary producers under long-

term contract.

The most important foreign competitor of the United States primary producers

is Canada's Aluminium Limited.
6

She is today the world's largest producer and exporter

of aluminum metal. Because of lower costs, she can absorb the American tariff and

still maintain a delivered price competitive with our domestic producers. Limited

is now experimenting with a radically new process of producing aluminum directly

from bauxite without first converting it into salt-like alumina. If successful, that

process should cut her production !costs by 25 percent.
7

Another source of aluminum metal is secondary aluminum produced by smelters

from both new and used aluminum scrap. In 1964, secondary smelters provided 15.5

percent of the total domestic supply of aluminum metal. There are some 92 secondary

smelting plants, but the industry is dominated by three leading f:rms, American Metal

Climax (Apex Smelting), American Smelting and Refining, and United States Reduction.

6
Aluminium Limited was originally organized as a subsidiary of Alcoa to handle the
latter's foreign holdings in Canada and Europe. Although the two companies were
legally indLp n2ent, te ,ame eleven controlling stockholders held abcJt half the
common stock in each company. In 1951, the federal court ordered Alcc3 to divest
itself of its stock holdings in Limited in order to promote greater competition
within the aluminum industry. To comply with this order, the major stockholders
of both Limited.and Alcoa were forced to sell their interest in one or the other
company. Since then Limited has become an importanticompetitor of Alcoa's and the
latter'S prime interest tvks ben tc block its Canadian rival from winning more of
tho United States market.

7
Limited also prides itself in having the world's biggest aluminum smelter, the

biggest hydroelectric project, and the biggest bauxite production. Its plants span
30 countries from Japan to Africa, and it exports to more than 100 foreign nations.
Since Canada can use orly 15 percent of its output, it has to sell the rest of it to
the world. See "Aluminium Unlimited," Time, March 22, 1963, pp. 9-92.



Since secondary aluminum does not meet the purity specifications of primary

aluminum, it is an inferior substitute for primary aluminum in most applications.

However, the alloy impurities of secondary aluminum do not impair its use for

aluminum castings. Hence, foundries and die casters are the principal customers

of secondary smelters.

In recent years, a new competing source of primary aluminum has been the

United States Government's surplus stockpile of aluminum which amounred to 1.4

million tons in November, 1965. This surplus is equivalent to approximately a

half year's output of the primary producers. The government has the power to sell

this surplus in the open market and could, if it wished, affect the supply condi-

tions of primary aluminum.
8

To assure an orderly disposition of this surplus, the

ndustry recently negotiated an agreement with the government to reduce the stock-

bile by requiring defense contractors to buy a pound of aluminum from the govern-

ment for each pound of aluminum contained in the final defense product. Sales of

aluminum for the government stockpile will be made at the producer's published

. 9
prIce.

atagps.4 and 5 Seller Concentration:

In these last two stages(where aluminum metal is fabricated into semi-finished

and finished products)the structure of the industry changes, with a competitive

fringe existing around the oligopoly core in some product lines. In 1965 there

were approximately 200 domestic fabricating companies making mill products from

8 In 1950 the government initiated a program for building of a 2 million ton
aluminum stockpile in anticipation of another five-year "conventional war."
In 1958 and again in 1963, this stockpile figure was revised downward follow hg
the reduction of the estimated duration of such a war from five to three years.
The 1965 stockpile requirement was 450,000 tons. Wall Street Journal. Nov. lq,

1965, p. 10.

9
N.Y. Times, Nov. 17, 1965, p. 65.
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primary aluminum ingot. In 1955 (the latest figures) there were some 3,000 fabri-

cators of castings made principally from scrap or secondary aluminum, and approxi-

mately 14,000 end-product fabricators.

Despite the large number of competitors, in 1958 the six integrated producers

were still the leading companies in aluminum fabrication, accounting for over

three-fifths of the tonnage sales of fabricated and semi-fabricated products.--

However, they were not equally important in all areas of aluminum fabrication.

They were most heavily concentrated in the fabrication of aluMinum mill products,

moderately concentrated in castings, and relatively unimportant in most end-product

application. (See Table I below)

Competition in the fabricated aluminum industry has been especially fierce

in recent years because of the large increase in new firms in the 1950's. Intense

competition has contributed to two major changes in the structure of the fabricated

aluminum industry. First, independent fabricators have succeeded in increasing

their share of mill-end shapes, which constitute three-quarters of total aluminum
I

consumption and which was previously preempted by the integrated firms. Second,

the integrated fabricators have made several inroads in the independents' share of

the casting market.
10

III PRODUCT DIFFERENTIATION

Except for end-product applications, the aluminum industry has little if

any product differentiation. Primary aluminum and fabricated products are

standardized according fo grades and forms. Producers attempt to differentiate

their products from those of their rivals by such, fringe attractions as promptness

10u
Aluminum: A Study in Rollback Economies." Fortune, February, !9t6, p. !07.
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in filling orders, technical service, assistance to buyers, or personal sales

representatives. Nevertheless, the independent fabricators tend to buy from

several sources of supply provided they are all the same price.

Some advertising of fabricated products exists to keep the public informed

about new developments as well as to identify the product to the consumer. In

genOral, advertising outlays are relatively modest since they cannot be expected

to increase the market shares of individual sellers when the product is undiffer-

entiated. Even with resnect to some aluminum end products which are differentiated,

advertising is considered less important than for such highly differentiated pro-

ducts as cigarettes and automobiles.

IV. BARRIERS TO ENTRY

A. PRIMARY PRODUCERS ( STAGES 1-3 )

Primary producers face three major kinds of barriers to entry in the aluminum

industry: scale economies, capital requirements, and absolute cost disadvantages.

Since these barriers differ with each stage of production (1-3), they will be

considered by separate stages below.

Scale Economies

Stage I. The open-strip mining of bauxite requires a relatively small opera-

tion, so that entry would normally be relitively easy. However, since most avail-

able deposits are now in underdeveloped countries, the opening up of such deposits

requires large expenditures for construction of port facilities and railroads,

which are economically feasible only for large-scale projects. For example, in

1963, Kaiser began the development of bauxite properties near the northern coast

of Jamaica. This involved a five-year capital investment program costing approxi-

mately thirty million dollars.

-10-
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,

Stage 2. Alumina plants require medium-sized economies of scale. The eight

domestic alumina plants in existence in 1963 each had between 6.5 percent and 16.7

percent of the industry's capacity. (Figure 4 in appendix) The smallest plant was

owned by Ormet, with 6.5 percent of the total alumina capacity; the largest plant,

by Alcoa with 18.7 percent of the industry's capacity. It would appear that 6.5

percent of the industry's capacity is a rough approximation of the minumum-sized

alumina plant which can operate efficiently.

Stage 3. Production in this stage formerly required very large-scale plants

because of the need to construct private hydroelectric plants to generate power

for aluminum reduction plants. After World War II, however, this barrier to

entry was considerably reduced with the development of relatively low cost thermal

power plants. Since one steam plant can efficiently supply one reduction plant

with electric power, large-scale electric power plants are no longer required for

the generation of electic energy.

Aside from the generation of power, the reduction process itself requires

relatively small economies of scale since the process is carried out in numerous

discrete production units called electric pots or cells. Only a very small percent7

age of the industry's capacity suffices to realiie fufly the technological econo-

mies of a single reduction plant: The Anacorida plant in Montana, for rJ>mmplc!, was

reported to be an extremely .fficient plant, although it hate only 3 percent of the

industry's capacity.
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TABLE I

MARKET CONCENTRATION STAGES 4 AND 5

Market share by Integrated and Nonintegrated Producers

of Major Fabricated Aluminum Products, 1958

Type of Fabricated
Product

Integrated Producers Independent Pro-
ducers

Total Net
Shipments

No. of Pro- Percent of No. of Pro- In Thousands
ducers Total Ship-

ments
ducers of Net Tons

Major Mill Shapes 6 160

(1959)

Sheet and Plate 90.5 676.5
Foil : 78.8 n.a

Wire and Cable I 76.7 172.9

Extrusions 44.5 410.0

Castings
I

I 9.0 3,000 320.9
) (1955)

End Products 6 5.4 14,000 n.a

1

1

,

I

I. Until 1955, castings were made almost exclusively by independent foundries
and diecasters from secondary aluminum metal. Since 1955, the major auto
companies have been producing castings for their auto parts in their own
"captive shops." Instead of using secondary metal, which normally sells

. at a lower price than primary, they purchase molten primary metal directly
from the major aluminum producers at discount prices. Because of the cost
advantages to the auto firms, captive shops using primary metal have shown
more growth in recent years then the independent fabricators.

Source: Walter Adams, ed. The Structure of American Industry (New York; The
Macmillan Co.) pp. 206-7; Standard and Poor's Industry Surveys, Vol.
pp. 1796-97.
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Capital Requirements

Aluminum is a high capital-cost industry. However, the size of the capital

requirements in the aluminum industry again depends upon the degree of vertical

integration. If entry into aluminum reduction alone is considered, the cost of

an efficiently-sized smelter is estimated at about $900 per ton of annual capacity

or roughly two dollars of investment for each dollar of sales.
11

However, the new

73,000 ton capacity smelter which Intalco wl,s building in 1965 near Bellingham,

Washington, amounted to roughly $1100 per ton of annual capacity.

Capital requirements for a fully integrated primary producer with bauxite

deposits, alumina plants, shipping fleet, electric power and auxiliary facilities

are estimated at somewhere between $1500 and $2000 per ton of reduction capacity.
12

These figures do not include investment in rolling mills and other fabricating units

needed to market aluminum successfully. Ormet's integrated facilities for Stages

1-3, for example, built in the 1950's was reported to cost $224 million plus an

additional $17.5 million in initial working capital. This amounted approximately

to $1200 per ton of annual capacity. To finance the project, Ormet borrowed

$100 million from ten banks and in addition sold $100 million first mortgage notes

to a group of institutional investors. The balance of the funds was provided by

Olin Mathieson Chemical Corporation and Revere Copper and Brass, Inc., joint owners

of the company.

Cost Disadvantages of New Firms

The final barrier 1...) entry arises from certain cost advantages which long

established plants have over new entrants. This stems in part from the inflation

of construction costs since the 1950's and in part from the availability of cheap

hydroelectric power site; for the older capacity. The newer pInnts utilize steam-

II
Slandard and Poor's Industry Surveys, Vol. II, Sept. 23, 1965, p. Iv 90.

12
Ibid. -13-
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generated power which is still more costly to supply than cheap hydroelectric

power. A further factor was generous assistance of the federal government to the

older capacity in the 1940's and lo50's. For example, the government's policy of

accelerated amor,.;zation during World War II enabled Alcoa to depreciate fully

much of its then existing capacity. Two of the primary producers, Reynolds and

Kaiser, obtained cJris:derable plant capacity from the federal government at the end

of World War 11 at about one-third of the original cost. Similarly the 1950-55

expansion of primary reduction capacity was supported by generous government

assistance to new entrants through tax incentives, accelerated write-offs, and

profitable orders. At present, there are no comparable financial advantages to

encourage entry.

On the other hand, absolute cost barriers are not so substantial as to pre-

clude entry. In the early history of the industry, Alma deriver,' it monopoly power

from its control of the Hail patents in the reduction of aluminum. Today, how-

ever, the basic process is unpatented and sufficient know-how is publicly.avail-

able.
13

In addition, raw materials essential to aluminum production are not

completely controlled by existing firms.

13
The process has been unpatented s,nce the end of World War II, when the

government sold its wartime aluminum plants to Kaiser and Reynolds. Since

Alcoa completely controlled all the patents connected with aluminum nroduc-
tion, the new companies could not star+ operations until some agreement had
been reached with Alcoa on the use of her patents. After long negotiations,
Alcoa finally agreed that all patents covering basic aluminum production pro.

cesses would be turned over to the new companies outright; all other patents
would be licensed to the new companies and royalties would be connected by
Alcoa. (See U.S. Dept. of Commerce BusineSs and Defense Service AdmThistra-
tion, Materials Survey: Aluminum, (Washington, D.C. Government Printing Office,

1956) VII, p. 20.
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B. INDEPENDENT FABRICATORS (STAGES 4-5)

Entry as an independent fabricator is easy compared to entry Into primary

aluminum production. The technology of most aluminum fabrication is such that the

industry can support a rather large number of relatively small firms without loss

of efficiency. Only in the fabrication of aluminum sheet metal are the economies

of scale significant. Capital requiremnts are also nominal in aluminum fabrication,

with the exception of rolling mills for aluminum sheet production. For example,

Alcoa's rolling mill at Dcvenport, Iowa, built in the 1950's, cost $35 million as

compared t $200,000 for a minimum-sized economical foundry, or $25,000 for a simple

extrusion press. There is some product differentiation in aluminum end-use pro-

ducts, but most aluminum fabrications, such as mill-end shapes, are fairly well

standardized.

Independent fabricators face a number of absolute cost disadvantages as

compared with the integrated firms. Foremost, they are subject to price squeezes

by integrated producers, who can reduce the spread between the ingot price and

the fabricated product price. Since many fabricated lines are produced by small

and financially weak firms, a price squeeze hurts the independents by forcing

them to operate on very low profit margins. Second, independent firms are usually

at a selling disadvantage since they -roe not able to match the largeJcale marketing

expenditures undertaken by integrated firms to sell new applications of aluminum.

Finally, in periods of peak demand, if primary producers tend to supply their own

fabricating needs first, the non-integrated firms.are forced to purchase secondary

aluminum, an inferior substitute metal, at premium prices. However, the reduced

tariff on aluminum ingot since 1958 has made imports of primary aluminum a ready

source of supply for the independent fabricators.. The latter. are now, therefore,

2d5
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no longer as dependent on the supplies of the domestic primary producers.
14

V. GROWTH OF DEMAND SINCE WORLD WAR II

The primary aluminum ingustry (Stages I, 2, and 3) has been among the

fastest growing in the nation's economy, experiencing a 73 percent increase

In consumption udring the years 1950-1964. (Figure 6 in appendix)

What are the factors responsible for aluminum's fast growth rate? Among

thiirmore important are: (I) aluminum's unique physical properties of light weight,

corrosion resistance and conductivity; (2) its low cost relative todher nonferrous

metals and materiels; (3) the industry's aggressive research and products program

to develop new uses for aluminum; (4) the industry's pricing policies to promote

new end-product uses; and (5) the metalbs expanding use in defense and space

requirements of the federal government.

Figure 7 in the appendix shows the changing pattern of aluminum consumption

in various uses for the years 1948 and 1964. The fastest growth in aluminum con-

sumption has been in container packaging and electric wire and cable. However,

both of these uses still constitute a small percentage of total aluminum consump-

tion compared with the building and transporation industries. ,Growth in the latter

industries has been considerable and today they consume nearly one-quarter of all

the aluminum used in this country.

The large expansion in the consumption of aluminum has been largely at the

expense of competing metals and materials. In the building-construction industry,

aluminum has displaced wood in such construction application as roofing, siding,

doors, frames, and windows. In the construction of transportation vehicles, such

as passenger cars, railroad freight cars, mass transit vehicles, and light-weight,

mobile military equipment aluMinum has made steady gains as a substitute for

steel. (For example, the 1964 passenger car contained 72 pounds of aluminum as

14
Up to the late 1950's, the United States maintained a high tariff on aluminum Ingot,

alumina, and aluminum fabricated products. This tended to keep foreign imports out
except at those times when the domestic price of aluminum rose high enough to permit
imports to sell at prices competitive with domestic ingot, In spite of the tariff.
In 1958 the tariff on alumina and aluminum ingot was reduced but maintained on fabri-
cated aluminum. The duty on ingot imports in 1965 was 5% of the listed price. New York
Times, Nov. 14, 1965, p. F-I.
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contained 72 pounds of aluminum as compared with 30 pounds in 1955.) The doubting

of aluminum's use in electric wire and cable since 1948 has been mostly at the ex-

pense of copper. The expanding use of aluminum for metal containers in the 'ever-

age field has made serious inroads in the market previously preempted by tin-coated

sheet steel (tinplate).

Aluminum's cyclical tendency was not evident during the 1950's and the early

1960's because the industry was able to ship substantial amounts of unsalable metal

to the government stockpile whenever demand declined.
15

If stockpile shipments are

subtracted out from total aluminum sales during this period, however, the cyclical

tendency of aluminum becomes clearly evident. Now that the government has ceased

buying aluminum for stockpile purposes, this cushion against recession is no longer

available.

VI. DEMAND ELASTICITY

The elasticity of demand for aluminum is influenced by (I) its degree of sub-

stitutability for various uses and (2) its price structure relative to competing

metals. Where there is no substitute for aluminum's unique physical characteris-

tics, such as in aircraft construction or sprinkler irrigation systems, demand is

inelastic. On the other hand, where substitute metals such as copper and steel

might be used (.-lually well, demand is elastic. Should the price of aluminum increase

relative to the prices of competing metals, aluminum is likely to lose ground to

these metals.

Demand for aluminum is more elastic in the long-run than in the zhort -run.

This is related to the time factor involved in substituting aluminum for other

15,
.he stockpile took more than 20 percent of primary production in 1957 and 1958.

During the entire period 1951-1963, the aluminum industry sold to thegovernment
stockpile a grand total of nearly two million tons of primary aluminum worth about
$926 million. See "Aluminum: A study in Rollback Economics," Fortune, Feb. 1966,

p. 108.
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metals. A manufacturer's decision to switch to aluminum usually involves a capital

expenditure since it is necessary either to modify the product or the production

process. The manufacturer will not be greatly influenced by short-run variations

in the relative prices of competing metals. Rather, he will base his decision to

switch metals on the long-run technical and economic feasibility of aluminum as a

substitute input. This will: depend on a number of factors: (I) the long-run price

of aluminum relative to other metals, (2) the long-run price stability of aluminum

'relative to existing metal inputs, and (3) the willingness of primary producers to

offer price-discounts to overcome consumer resistance to new applications of

aluminum.

In short, the substitutability of aluminum for other metals has the following

bearing on the elasticity of the short and long-run demand curves of aluminum:

(1) the short-run demand for aluminum is fairly t)rce inelastic; (2) the long-run

demand for aluminum is relatively price'elastic; (3) a lower price is reguiredto

encourage new applications of aluminum than to retain buyers already familiar.with

aluminum and (4) long-rur rice stability is an Important factor In Increasing alumi-

-18-
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APPFNDIX

17IGURES RELATING TO

E7SAY ON THE

1!!_aKET STLUCTURE OF THE ALUMINUM INDUSTRY

(Figure L is incorroratcd in Text)
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Unit II
Lesson 8 Reading No. 2

THE HISTORY AND MARKET STRUCTURE OF'THE AUTOMOBILE INDUSTRY

I. TECHNOLOGY

The automobile industry is a classic example of the workings of mass produc-

tion. More than fifty years ago, Henry Ford conceived the idea of moving a car

chassis through the piant and adding parts, instead of building up one car at a

time in a stationary location. The production of I0,000'units of the Model T

in 1909 marked the real beginning of quantity production of low-priced cars.

Stages of Production

There are three major stages of production in the manufacture of motor vehicles:

design, machinery, and assembly. In addition, all of these stages are assisted by

research and engineering staffs engaged in finding ways to improve the car and

methods of production.
1

Design. Designing is begun about two years before the model appears on the mar-

ket. Experim:ntal models are built and subjected to laboratory and road tests.

Corrections are made before the designs are released to the production departments.

The patterns, dyes, machine tools, and necessary fixtures are then made.

Machining. Machining of the automotive parts requires extensive foundry equip-

ment as well as special-purpose machine tools. The basic processes are metal cutting,

casting, forging, stamping, welding, and heat treating. Castings are used to make

a number of intricately shaped parts, from the cylinder block to the radiator orna-

ment. Crankshafts, camshafts, gear blanks, connecting rods, valves, and steering-

gear parts are usually forged from steel. Hundreds of the parts of a vehicle are

formed by stamping in presses; these include body parts, fenders, frames, gasoline

tanks, fans, wheels,

I

General Motors alone has about 19,000 engineers and scientists engaged in
research and engineering. Approximately 17,00C are in the divisions and 2,000-
in the general technical staff. See Alfred P. Sloan, Jr., a Years with General
Motors (New York: Doubleday and Co., 1964), p..249.



crank cases, rear axle hosings, lamp parts, and dust shields. Many stampings are

welded for form the body and its parts. By heat treating, the crystalline structure

of steel is changed to obtain the desired properties of hardness, toughness, and

high strength. All of these form-making operations are physically segregated from

the assembly lines.

Assembly. Assembling the more than 15,000 parts that go into a modern auto-
,.

mobile is like putting together a giant mechanical jigsaw puzzle. A central schedul-

ing unit programs each car through the. four main assembly areas--body, paint, trim,

and chassis. Through precisely coordinated organization and split- second timing,

parts and sub-assemblies meet on the final line at just the right moment to make

each car exactly as ordered. The flow. of materials, the gradual build-up of body

and chassis, and the final dressing and adjustments are depicted in Figure I.

The guiding principle is to save time by bringing material to the worker in-

stead of, having the worker go to the material. Each worker: has the small bit of

work to do which he is able to perform while tht car portion he is working on is

being conveyed in front of him. Thus, wasted energy and motion are eliminated and

every worker becomes a specialist in doing a small part of the labor. Adam Smith

in his Wealth of Nations was the first to demonstrate the benefits of specialization

in the mass production of the common pin.2 His classic description of the efficiency

of specialization in pinmaking could equally apply to the modern conveyer system of

the automobile industry.

Vertical Integration

The auto industry began essentially as an assembly plant operation. Independent

supplier firms for the most part manufactured the encine and body parts. As producers

began to accumulate capital, the auto industry integrated backwards into the manu-

fac':ire of its own parts. However, the auto industry is not integrated in the sense

that they manufacture all the parts themselves. Rather, automobile companies prefer

2
Adam Smith, The Wealth of.Nations, (New York: The Modern Library, 1937), pp. 4-5.
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to maintain "two sources of supply" in order to provide some immunity from lot&

interruption in the supply of any one component part. Automobile manufacturers

practice "tapered integration," which means they keep their ?arts factories operat-

ing at predetermined output rates, filling additional supplies through "contract

suppliers."

The auto industry has also integrated forward in providing dealer outlets to

distribute its product in local communities. Most automobile dealerships are

independent businesses operating under sales agreements with auto companies. Under

such agreements, the manufacturer agrees to sell almost entirely through the dealer

in the specified area. In return for this franchise privilege, automobile producers

specify the showroom and repair f7;cilities that their dealer must maintain, as well

asset sales quotas. In some instances, they also assist with the capital funds

for necessary improvements in the dealer's franchise.

I. SELLER CONCENTRATION

Of the country's major industries, automobile manufacture represents the apex

in economic concentration. Since the early 1960's, four companies have accounted for

almost 100 percent of the output of passenger cars. Even this figure does not

reveal the full extent of the concentration that exists. In 1965, General Motors

produced over half of the cars manufactured in the U.S.; its share in 1965 was

53 percent, as contrasted with 27.5 percent for Ford, 15.7 percent for Chrysler,

and 3.7 percent for American Motors (see Figure 2 in appendix). Also noteworthy

is the tremendous oap in the size of the market share between each of the "Big

Three," particularly Genral Motors, and the smallest firm, American Motors.

In terms of new car registrations, this general relationship is )nly slightly

different when imports are considered. !964, General Motors had about 49.1

percent of U.S. sales, Ford 26 percent, Chrysler 13.8 percent, and American Motors

-35-
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about 4.7 perceni. The remaining 6.4 percent was divided between Checker Motors,

a manufacturer of taxicabs (0.4 percent) and foreign imports (6.0 percent).

General Motors is not only the largest auto producer, it is also the largest

concern in the United States and the world. Regularly, in the Fortune listing.

GO the 500 largest industrial corporations, this company has ranked first (Table I

in appendix). In 1965, its total annual sales were in excess of 20.7 billion

dollars, an amount larger than the gross national product of all but a dozen coun-

tries in the whole world. Or to look at it another way, the combined output of

the 54 smallest members of the United Nations--almost half the total membership-

barely equaled the output of this one American corporation.

Just a half century ago, many hundreds of firms were engaged at one time or

another in the commercial production of passenger cars. Even as late as 1921,

there were 88 firms turning out cars on a commercial basis. Since that time, there

las not been a successful new entry into the industry except for the formation of

the Chrysler Corporation in 1925. At the same time, the independents' share of the

market has steadily declined from approximately thirty-three percent in 1929 to

ten percent of the market prior to world War II. Although the independents' share

of the market rose for a short time to 19.1 percent in the immediate post World War II

period because of the temporary shortage of new and used cars, the 1950's and 1960's

Saw the independents dwindle in number one by one, so that today only two firms,

American Motors and Checker Motors, remain (Figures 2 and 3 in appendix).

How can we explain the virtual disappearance of the independents in the industry,

the rise of the "Big Three," and in particular, the spectacular rise in the position

of General Motors? The answer is directly related to changes in conditions for

entry and survival in the industry between the early and later periods of the

indusiry's growth. The3e changes will be discussed in the following section under

barriers to entry.
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0APRIERS TO ENTRY

The history of automobile manufacture describes three distinct pe-iods,and

the ebilitY of new firms to enter the industry differed in each period: (1) the

era of phenomenal growth ending in the middle 1920's; (2) the period of maturity

with its terminal point the beginning of World War II in 1941; and (3) the post-

World War 11 period from 1941 to the present.

Entry Prior to Middle 1920's -- Era of Rapid Growth

Prior to the early 1920's, entry intq automobile production was relatively

easy. In the fifteen years betWeen 1906 and 1920, a total of 126 firms entered

the industry. New entry in this period was facilitated by two major factors:

(I) the rapid and substantial growth In the total market demand for automobile,

and (2) the low capital requirement to enter into auto production.

In the early period, demand persistently exceeded the capacity of the

industry to produce. New firms could vow without diverting sales from other

producers, without disrupting the'given pattern of total demand, without fear that

established makers would make deliberate efforts to keep them out, and without

'need to create demand for particular makes through costly expenditures on product

diffettentiation.

Most of the early producers initially made automobiles as an offshoot of

an existing enterprise, usually either the manufacture oi machinery of some kind,

or of vehicles, such as bicycles or carriages. Consequently, there was ordinarily

a parent organization that could provide the initial capital and managerial and

labor skill. To a very considerable extent, these early automobile factories were

predoMinantly assembly operations. Independent supplier firms made the components,

such es radiators, engines, etc. It became possible, therefore, to go into auto-

mobile manufacturing with a minimum investment, since the "factory" was merely an

-37-
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assembly plant. Moreover, the financing of production could be handled by buying

p:Irtc, on credit and selling finished cars to dealers for cash, so that very little

working capital was required. The new firm, once it had succeeded in putting cars on

the market on a commercial basis, stood a good chance of making substantial returns

which would provide ini.,rnal funds for expansion. Returns in the first decade of

the century were in many cases little short of fabulous. High profitability, there-

fore, acted as a stimulus both to entry of new firms and to rapid self-expansion

for the newcomers.

The Rise of Ford. Although other manufacturing concerns experimented with the

production of. low-priced automobiles on a mass production basis, the techniques

developed.by Henry Ford proved the most successful. The secret of Ford's success

was his realization that the first problem was to.design a car that was low priced

and at the same time suitable for mass consumption. He met these specifications

with the Model T of 1908 -- a car which was durable, capable of being used in city

or cburtry, easy to operate, and simple and inexpensive to maintain. He and his

assistants then went to work on the problem of manufacturing the car cheaply, and

in four years of experimentation evolved the moving assembly line. The tremendous

economies of scale associated with this method of production permitted Ford to drop

the price of the Model T from $950 to.1909 to $290 in 1920. Ford's success Was

spectacular. By 1920 he was making half the motor vehicles in the world.

The Rise of General Motors. Ford would have con4-inued to dominate the auto market,

but for the appearance in the mid- 1920's of a plateau in the long-run growth of total

demand for new cars. New car demand became mainly a function of (I) replacement

demand for existing car users and (2) population.growth. From about !923 on, most

new car sales had to be made to old car owners..
.
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A5 a result of the "saturation" of automobile demand, a market in used cars

developed 4t,ich handieapped the sale of new vehicles. Price cats were no longer

eff,2ctive as a means of increasing sales, since new cars were now competing with a

large stock of old cars. This opened the door to demand based on factors other than

the need for dopendatle transportation at low cost. Ford's policy was to keec Thc-

Model T virtually unchanged year after year to avoid retooling costs and thereby

keep prices low. In contrast, General mrtors originated the idea of model changes

to ril,,ke older cars seem obsolete, and thus stimulate a demand for new cars.

In 1923 a Chevrolettwas introduced which sold for about $100 more than the

Model T, but which offered new styling, greater speed, better transmission, and

so forth. riven ihe,choice between an economic and dependable but rather "old-

fashioned" Ford and a more "modern" Chevrolet at a hundred dollars more in price,

the public chose the Chevrolet. With the success of the new Chevrolet, Ford's

market share fell drastically from over 55 percent in 1921 to slightly more than

one-thiri in 1926. But in 1930, Ford's share rose to 40 percent after the intro-

duction of the Model A. 1930 was Ford's last year as the country's top producer.

In 1931 General Motors took the lead with 43 percent of the domestic production of

autos and has kept the leading position ever since.

General yOtor's spectacular growth can be attributed to several factors. First,

through its partnership with DuPont Company, it had ready access to capital and

credit. Second, DuPont's financial backing enabled G.M. to spend larger sums on

adVertifing and sales efforts to build up strong consumer loyalty to its products,

and ti41 make possible more frequent model and design changes. Third, a strong

dealer organization, embracing the largest number of dealerships of any automobile

company in the world was .astablished. Fourth, the prices of General Mptors used

cars were consistently higher than comparable models of its competitors, a factor
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which greatly aided dealers in swelling the ca les of n-w Goncra ntc tors cars.

Finally, by organizing the General Motors,Acceptance Corporation, it assisted

dealers in financing the purchase cf new cars.

The Rise of Chrysler. The seconc firm to cut into Ford's low-priced car market

was Chrysler Corporation. Chrysler purchased the Dodge Brothers Manufacturing

Company in 1928. The acquisition of so powerful a dealer organization and large-

scale manufacturing facilities enabled Chrysler to introduce the low-priced Plymouth

in i928 as a competitor of both Ford and Chevrolet. Chrysler inaugurated an all-

out campaign to promote its low-priced Plymouth. Its advertising budget far

exceeded everyone else's, except General Motors'. From 1928 through 1931, its

share of the market stayer.;', at about eight percent, but by 1933, it was selling

one-fourth of the r,;,4 cars in the, country, taking second place in the industry

from Ford. The failure of anv of the other independents to duplicate Chrysler's

achievement was due to their lack of the resources to put on an advertising campaign,

and to wait several years for acceptance.

The Era of Maturity (late 1920's-1941)

The of 1The "Big Three," raised the barriers to entry in a number of

important ways. The financial requirements for entering into automobile production

were now formidable because of the burdens of restyling and advertising. Although

automobile production remained substantially an assembly operation during this period,

the great growth in both plant and firm size of Ford, General Motors <nd Chrysler

made th.e cost of fixed investment alone enormous.

Total demand for new cars was growing at roughly the same rate a!, the total

population. Assuming a potential firm could meet initial financial requirements,

it had also to calculate its chances for staying in business. That meant that the

-40-



newcomer, to succeed, would harP to cpt.sre =n,-4 hc-1.sl a 5izcoblc. market in order to

reduce the market shares held by established firms. it was highly unlikely that

a newcomer could break the wall of consumer loyalty to the well established "Big

Three;" their extensive advertising and their networks of franchised dealers

throughout the country (to promote sales and reinforce loyalty) gave them

tremendous competitive advantage over any newcomer.

Another important competitive disadvantage of a small newcomer was -Ito

economies-of-scale enjoyed by the "Big Three ". Even if the new entrant eventually

achieved sufficient salesvolume, he faced the possible hazard that the esta-

blished sellers would resort to sharp price reductions aimed directly at the

newcomer. The larger the plant and firm, the lower the cost per car.

The depression years of the 1930's saw production drop from the peak of more

than five million vehicles in 1929 to a low. of just over one million in 1932. Out-

put climbed fairly steadily thereafter, but the figure for 1929 was not surpassed

in peacetime for more than twenty years. The industry's response to the depression

was Jo cut costs and to intensify sales efforts. Although the Big Three rode out

the storm with considerable difficulty, they suffered far less loss than their

smaller competitors, who by and large went under. Between 1929 to 1939, the indepen-

dents' share of the market dropped from 25 percent to 10 percent, and many famous

names, like Pierce Arrow, Stutz, and Franklin disappeared altogether.
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Post World Wdr ii Era

Entry of Kaiser-Frazer Cornoration, 1946. The return of peace following

World War 11 brough a tremendous growth in demand for automobiles, and several

newcomers were attracted into the industry. The most promising of these

efforts was made by Kaiser-Frazer Corporation in 1946. The latter entered

the industry under four unusually 'avorable circumstances: (I) a great short-

age in the supply of new cars because of the suspension of car production during

World War II; (2) the opportunity of purchase from the Federal Government war

plants usable for car production at a relatively low cost; (3) experinced exe-

cutives with exceptional entrepreneurial skill; and (4) automobile industry

connections through the Graham-Paige organization that it inherited. The

Kaiser Corporation performed a remarkable feat of engineering and enterprise

to exploit the favorable short-run factors. However, the Kaiser venture

prospered only until the automobile market was back on a regular peacetime

basis. By 1954, the Kaiser automobile industry was absorbed by Willys Motors,

Inc., and was forced to withdraw from the production and sales of autos.

Several factors were restnsible for the Kaiser Corporation's decline:

(I) the difficulty of raising private capital to finance plant improvement;
3

(2) the inability to compete in ennual model changes; (3) the low trade-in

value of the Kaiser car; and (4) the difficulty of attracting dealers to

retail its cars because of the unprofitable dealerships. Thus, although the

Kaiser Corporation entered the automobile industry under the most favorable

,conditions of entry, the barriers to remaining in business were too great

when demand conditions returned to normal.

31n 1949, for example, Kaiser was forced to borrow $44 million from the
Federal Government's Reconstruction Finance Corporation, when the pri-
vate capital market declined to finance its capital neods.
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Tables 2, 3, and 4 in the appendix summarize presenl-day barriers to

entry into the automobile industry under three types of categories: (1) econ-

omies of scale, (2) product differentiation, and (3) capital requirements.

The tables demonstrate that today the barriers to entry are even higher than

the pre-World War 11 period because of three now actors: (I) economies of

scale associated with the trend taqard complex manufacturing facilities, which

integrate production of "component parts," suci as engines and bodies with

"assembly plant" production; (2) higher financial costs resulting from invest-

ment in larger integrated plant complexes; (3) increased emphasis on annual

model changes and largescale advertising campaigns; and (4) the branching

out into a well-diversied product line embracing four rather than one

price class. In view of these additional barriers, the likelihood of further

entry into the industry today seems well-nigh imt_ossible.

Efficiency of Plant Size, The question arises, how large must an auto-

mobile plant be in order to reaiize optimum efficiency? According to a study

be Professor Joe Bain, the rilinimum sized integrated plant complex necessary

to realize lewest per unit costs, would be 300,000 passenger cars por year,

With some probable additional increase in efficiency up to 600,000 units.
4

A plant complex of this size represents from 3 percent to 6 percent of national

output, assuming an industry total of 9,335,000 in 1965. The eccncmies of scale

arise princ;pally frol: greater efficiency in +he production of maj, r compo-

nents, especially engines and bodies. Scale economies are relativ:ly unimpor-

tant in assembly operations: 60,000 to 180,000 units per year are considered

to be an optimal size for assembly alone.

4
Joe S. Bain, Parriers to New Competition (Cambridge: Harvard University
Press, 1956), pp. 244-6.
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A simi;ar estimate of optimum size was given by Mr. George Romney, former

president cf American Motors, at the Senate Hearings on Administered Prices

in 1958. According to his testimony, a company can build between 180,000 and

220,000 cars a year on a one-shift basis and 360,000 to 440,000 cars on a two-

shift basis and make a good profit and "not take a back seat to anyone in the

industry in production efficiency.'

On the basis of these cstiMates, General Motors, with an annual production

in 1965 of around 4,949,000, is eignt to sixteen Times the size needed for

optimum production efficiency; Ford, with an annual production of around

2,566,000 in 1965, is four to eight times the minimum; and Chrysler, with a

production of approximately 1,468,000 in 1965, two and half to five times the

optimum -sized plant. This does not mean, of course, that General Motors, Ford

and Chrysler have passed the point of optimum plant efficiency. For all three

companies, production is carried on by ,a number of separate divisions and

plants. What these figures suggest, however, is that a comparable degree

of efficiency in production can be attained by an enterprise well below the size

of any of the Big Three.

Costs and Supply. The most significant feature of manufacturing costs

in the automobile industry is the magnitude of overhead costs in relation

to total production costs. Since the total amount of overhead costs is rela-

tively constant whether the volume be 500,000 of 1,000,000 unit!,, overhead

costs vary inversely with volume. The volume of automobile outrut, therefore,

is vitally important in the determination of unit costs, amount of profits,

and the pricing decisions of the industry.

5United States Senate, Committee on the Judiciary, Subcommittee. on Antitrust"
and Monopoly, 86tH Congress, 1st Session, Hearings on Administered Prices,
Part 14, p. 2851.
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Overhead costs fall under five major contegories in the automobile industry:

(I) maintenance and repair expense; (2) depreciation and obsolescence; (3) tooling,

styling and engineering costs, including amortization of special tools; (4) selling,

general and administrative expense; and (5) insurance, local taxes, and miscellaneous.

Overhead costs roughly account for one-third of aggregate costs, with the most

important being tooling, styling, and selling costs. With the exception of tooling

costs, the automobile industry does not break down overhead costs into the specific

categories we are interested in for analysis purposes. Consequently, our discussions

will be limited to tooling costs, although the same general conclusions apply to

styling costs and advertising costs.

Tooling Costs. Tooling costs are a major expense item in the automobile industry

because of the necessity for frequent model changes..- Combined outlays for these pur-

poses have always been large, and in years of major chances are tremendous. In

1964, the Big Three spent $1,237 million for special tools, dies, jigs and fixtures.

These special tools are amortized (written off) over relatively short periods of

time because of rapid changes in automobile styling and design, and investment is

really for only .a short time. Amortization changes for special tools parallel changes

in tooling expenditures fairly closely with roughly a one-year time lag. Table 7,

below, summarizes the amount spent by each of the Big Three for special tools and

for amortization of special tools in 1964.
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Table 7

Company

TOOLING COSTS OF "BIG THREE", 1964

(in millions of dollars)

Expenditures in Special Tools Amortization of
Special Tools, 1964

General Motors 751.9 591.3

Ford 324.7 234.6

Chrysler 160.0 95.0

Total Big Three 1,236.6 920.9

Source: Annual Reports, 1964 of General Motors, Ford, and Chrysler in the
automobile :ndustry.

Since World War il, tooling costs have increased considerably in the

automobile industry. For example, Chrysler's expenditures for special tools

were $66 million in 1955 as compared with $160 million in 1964. Correspond-

ingly, speCial tool'amortization changes jumped from $51 million in 1956 to

$171.6 million in 1965.

Since tooling and styling costs do not vary with volume, the amount of

profits on any model depends on the volume of production over which the costs

of tools and dies can be spread. Thus, only the large companies, by achieving

sufficient volume to keep the unit costs of tools and dies low, are likely to

make profit.
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IV. PRODUCT DIFFERENTIATION

Few industries have as high a degree of product differentiation as the automobil(..

For. dutomobiln manufacturers, there are two advantages to policies aimed it increas-

ing product differentiation: (1) advertising and model changes can enlarge the total

market for new cars by encouraging consumers through psychological suggestion to

buy new cars before the old ones wear out, and (2) these policies can increase an

individual seller's share of the market at the expense of competitors. Both of thse

objectives have aided in reducing the price elasticity of demand for autos, thereby

eliminating the need to compete through price changes.

Product differentiation is the major cause of high barriers to entry in the auto

industry and for the present high seller concentration of firms. As explained in

section 3 above, new entry rito\the industry is discourages because of the great

disadvantages product differentiation imposes on the newcomer in the form of (I) high

financial costs for annual model changes and related advertising outlays, (2) the

tendency for buyers to rely upon the established reputation of the Big Three pro-

ducers, (3) the need for a widespread dealer organization, and (4) the low resale

and trade-in value of the new firm's model compared with the established members

of the industry. A summary of the bases for product differentiation in the auto-

mobile industry is provided in Table 5 of the appendix.
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APPENDIX

TABLES AND FIGURES

RELATING TO ESSAY ON

MARKET STRUCTURE OF THE AUTOMOBILE INDUSTRY

(Note: Tables 7, 8, and 9 and Figure 1 are
incorporated in the text of the Essay)
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TABLE .2

BARRIERS TO ENTRY IN AUTO MANUFACTURE: ECONOMIES OF SCALE*

PRODUCTION ADVERTISING PROMOTION DEALERS

A. Assembly Line Output
Optimum-ziced as.,;emly
plant requires a produc-
tion level between 300,000
to 600,000 units per year
-- approximately 3.2 - 6.4
per cent of 19u5 output.

Large volu;7,e production,
however, permits distribu-
tion of assembly plants
around the country and sav-

A. Advertising

The auto industry is the
nation's largest advertiser.
GM ranks first, Ford second-
ly, Chrysler third, in terms
of size of advertising
budget.

In 1035, the "Big Three"
spent the following for
advertising outlays in six
major media:

Successful marketing of
all but high-priced cars
requires a minimum of 2500-
3000 dealers per make of
car.

To support this number of
dealer outlets and keep
them on a profitable basis
requires sale of.a minimum
number of 100,000 to 150,000
units per line per year.

ings in costs of transport-
ing finished cars. GM $173.0 million New firms find it diffi-

Ford 116.5 million cult to obtain and support

B. ManufacLure of Bodies
Chrysler 80.0 million necessary number'of dealers

because of: (1) small vol-
ume of sales in,initialand Engines.

Frequent model chaives
require large annual tool
and die costs; Only corn-.
paniee with a large volume
of production can keep these
unit costs low.

.High volume is required for
'automation of many engine
and body operations (e.g.
one automated factory can
produce most of the motor
blocks needed for oue
company.

Big automobile producers
obtain special discounts on
buying materials and parts..

B. Other Forms of Promotion
In addition to advertising,
the auto companies spend an
almost equal amount on other'
-promotional outlays, such as
racing programs, fairs,
prizes, etc.

In 19G3 promotional outlays
of the "Big Three" were as

GM $112 million
Ford 101 million
Chrysler 30 million

Ni7-1 annual proroticn
costs discourage new,entry
for 2 reasons: (1) new firms

years of operation; and )

much of dealer'S income `-.0

comes from servicing cars
already on the 4oad.

The "Big Three" have a deci-
ded advantage over the inde-
pendents in the number of
dealers they can support.
As of Jan. 1, 1964, net
dealer outlets by company
were as follows

GM
Ford
Chrysler
Amer. 1trs.
Studel aker

13,745
7,663
5,980

'3' 100
1,032

are financially unable to The. larger the auto firm,

match these big sums; (2) the more 'control it has over

even if they could, they may dealers in terms of stand-

face large Losses for many ards of show room, repair

years because initial small facilities, quotas, etc.

volume of production' may
result in high unit Costs.

* This table summarizes the reasons for economies of scale in car manufacture--enst

per car declines for higher and highef4levels of output.
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t
h
e
 
l
a
r
g
e
.
:
;
t

3
.
 
m
e
d
.
-

T
h
i
s
 
m
e
a
n
s
 
a
 
n
e
w
 
f
i
r
m

l
o
s
s
 
i
n
 
v
a
l
u
e
.

T
o
 
w
i
n
 
p
u
b
l
i
c

w
o
v
.
l
d
 
e
x
p
e
c
t
 
t
o
 
l
o
s
e
 
$
2
0
0

a
c
c
e
p
t
a
n
c
e
 
o
f
 
t
h
e
i
r
 
m
o
d
e
l
s
,

m
i
l
l
i
o
n
 
o
r
 
m
o
r
e
 
a
 
y
e
a
r

a
n
d
 
t
o
 
s
e
l
l
 
c
a
r
s
 
o
f
 
n
e
w
 
p
r
o
-

u
n
t
i
l
 
h
e
 
b
u
i
l
t
 
u
p
 
s
u
f
f
i
-

d
u
c
e
r
s
,
 
d
e
a
l
e
r
s
 
h
a
v
e
 
t
o
 
o
f
f
e
r

F
o
r
 
e
f
f
i
c
i
e
n
t
 
p
r
o
d
u
c
t
i
o
n
,

c
i
e
n
t
 
v
o
l
u
m
e
 
o
f
 
s
a
l
e
s
 
t
o

'
l
a
r
g
e
 
d
i
s
c
o
u
n
t
s
 
o
r
 
h
i
g
h
 
v
a
l
u
e

a
 
n
e
w
 
e
n
t
r
a
n
t
 
m
u
s
t
 
p
r
o
-

r
e
d
u
c
e
 
u
n
i
t
 
c
o
s
t
s
.

T
h
i
s

o
n
 
t
r
a
d
e
-
i
n
s
.

d
u
c
e
 
1
0
 
t
o
 
2
0
 
p
e
r
 
c
e
n
t
 
o
f

c
o
u
l
d
 
t
a
k
e
 
u
p
 
t
o
 
1
0
 
y
e
a
r
s

l
o
w
 
p
r
i
c
e
 
m
a
r
k
e
t
 
a
n
d
 
3
0
 
t
o
 
t
o
 
a
c
c
o
m
p
l
i
s
h
.

6
0
 
p
e
r
 
c
e
n
t
 
o
f
 
u
p
p
e
r
-
m
i
d
d
l
e

p
r
i
c
e
 
m
a
r
k
e
t
.

4
.

h
i
g
h
:

h
i
g
h
:

$
3
,
2
0
0
-
$
4
,
0
0
0

$
4
,
4
0
0
-
$
7
,
5
0
0

B
a
s
e
d
 
o
n
 
t
h
e
 
e
x
p
e
r
i
e
n
c
e
 
o
f

K
a
i
s
e
r
 
M
o
t
o
r
s
,
 
w
h
o
 
d
i
s
c
o
n
-

t
i
n
u
e
d
 
p
r
o
d
u
c
t
i
o
n
 
i
n
 
1
9
6
3
,

i
n
d
e
p
e
n
d
e
n
t
s
 
w
i
t
h
 
l
i
m
i
t
e
d

l
i
n
e
s
 
c
a
n
n
o
t
 
s
u
r
v
i
v
e
.

I
n
 
1
9
6
6
,
 
A
m
e
r
i
c
a
n
 
M
o
t
e
t
s
'
,

h
a
v
i
n
g
 
c
o
n
c
e
n
t
r
a
t
e
d
 
m
a
i
n
l
y

i
n
 
l
o
w
-
p
r
i
c
e
d
 
c
a
r
s
,
 
w
a
s

f
a
c
e
d
 
w
i
t
h
 
s
e
v
e
r
e
 
l
o
s
s
e
s
 
a
s

c
o
n
s
u
m
e
r
 
t
a
s
t
e
s
 
s
h
i
f
t
e
d
 
t
o

h
i
g
h
e
r
-
 
p
r
i
c
e
d
 
l
u
x
u
r
y
 
m
o
d
e
l
s
.

*
 
T
h
i
s
 
t
a
b
l
e
 
s
u
m
m
a
r
i
z
e
s
 
w
a
y
s
 
p
r
o
d
u
c
t
 
d
i
f
f
e
r
e
n
t
i
a
t
i
o
n
 
c
r
e
a
t
e
s
 
b
a
r
r
i
e
r
s
 
t
o
 
e
n
t
r
y
 
i
n
 
a
u
t
o
 
m
a
n
u
f
a
c
t
u
r
i
n
g
.

-
5
5
-
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B
A
R
R
I
E
R
S
 
T
O
 
E
N
T
R
Y
 
I
N
 
A
U
T
O
M
O
B
I
L
E
 
M
A
N
U
F
A
C
T
L
R
I
N
G
:

C
A
P
I
T
A
L
 
R
E
Q
U
I
R
E
M
E
N
T
S
*

C
A
P
I
T
A
L
 
O
U
T
L
A
Y

F
O
R
 
T
O
O
L
I
N
G

I
N
I
T
I
A
L
 
C
A
P
I
T
A
L
 
C
O
S
T
S

C
A
P
I
T
A
L
 
b
i
l
l
 
L
A
Y
 
F
O
R

;
T
E
W
 
P
L
A
N
T

A
N
D
 
E
Q
U
I
P
M
E
N
T

C
A
P
I
T
A
L
 
O
U
T
L
A
Y
 
F
O
R

E
S
T
A
B
L
I
S
H
I
N
G
 
A
 
S
Y
:
,
7
x
:
M

O
F
 
D
E
A
L
E
R
S
 
6
,

D
I
S
T
R
I
B
U
T
O
R
S

1
.
 
U
.
C
.
 
P
r
o
f
.
 
J
o
e
 
B
a
i
n

T
o
o
l
i
n
g
 
f
o
r
 
n
e
w
 
m
o
d
e
l
s

T
h
e
r
e
 
i
s
 
s
u
b
s
t
a
n
t
i
a
l

H
i
g
h
 
i
n
i
t
i
a
l
 
c
o
s
t
s
 
a
r
e

e
s
t
i
m
a
t
e
d
 
a
n
 
e
f
f
i
c
i
e
n
t
-

c
o
n
s
t
i
t
u
t
e
s
 
a
 
m
a
j
o
r
 
c
a
p
-

a
n
n
u
a
l
 
i
n
v
e
s
t
m
e
n
t
 
i
n

i
n
v
o
l
v
e
d
 
i
n
 
e
s
t
a
b
l
i
s
h
i
n
g
 
a

s
i
z
e
d
 
o
p
e
r
a
t
i
o
n
 
r
e
q
u
i
r
e
d

i
t
a
l
 
e
x
p
e
n
d
i
t
u
r
e
 
o
f
 
t
h
e

p
l
a
n
t
 
f
o
r
 
r
e
p
l
a
c
e
m
e
n
t

s
y
s
t
e
m
 
o
f
 
d
e
a
l
e
r
s
 
a
n
d
 
d
i
s
-

a
n
 
i
n
i
t
i
a
l
 
i
n
v
e
s
t
m
e
n
t
 
o
f

a
u
t
o
 
i
n
d
u
s
t
r
y
 
e
a
c
h
 
y
e
a
r
.

a
n
d
 
m
o
d
e
r
n
i
z
a
t
i
o
n
.

I
n

t
r
i
b
u
t
o
r
s
.

A
c
c
o
r
d
i
n
g
 
t
o

f
r
o
m
 
$
2
5
0
 
t
o
 
$
5
0
0
 
m
i
l
l
i
o
n
 
I
n
 
1
9
6
4
,
 
e
x
p
e
n
d
i
t
u
r
e
s
 
o
f

(
i
n
 
1
9
5
)
 
p
l
u
s
 
a
t
 
l
e
a
s
t

t
h
e
 
"
B
i
g
 
T
h
r
e
e
"
 
f
o
r
 
s
p
e
-

$
1
5
0
 
m
i
l
l
i
o
n
 
f
o
r
 
"
b
r
e
a
k
-

c
i
a
l
 
t
o
o
l
s
,
 
d
i
e
s
,
 
j
i
g
s
,

i
n
"
 
l
o
s
s
e
s
.

e
t
c
.
 
w
e
r
e
 
$
1
,
2
3
7
 
m
i
l
l
i
o
n
.

L
n
?
.
G
=
g
)
r
e
s
l
'
i
c
l
E
x
;
7
:
:
t
-
i
-
 
T
a
h
e
s
r
e
t
i
n
c
i
o
:
l
e
r
t
o
r
e
t
t
a
i
l
y

a
d
d
i
t
i
o
n
,
 
g
r
o
w
t
h
 
i
n

d
e
m
a
n
d
 
f
o
r
 
a
u
t
o
s
 
h
a
s

r
e
q
u
i
r
e
d
 
o
u
t
l
a
y
s
 
f
o
r

n
e
w
 
c
a
p
a
c
i
t
y
.

I
n
 
1
9
6
5
,
 
e
x
p
e
n
d
i
t
u
r
e
s

o
f
 
t
h
e
 
"
B
i
g
 
T
h
r
e
e
"
 
f
o
r

R
o
m
n
e
y
'
s
 
e
s
t
i
m
a
t
e
 
i
n
 
1
9
5
3
,

t
h
i
s
 
w
o
u
l
d
 
r
e
q
u
i
r
e
 
$
3
2
6
.
2

m
i
l
l
i
o
n
 
t
o
 
b
e
 
d
i
s
t
r
i
b
u
t
e
d

a
s
 
f
o
l
l
o
w
s
;

$
2
6
2
.
5
 
m
i
l
l
i
o
n
 
f
o
r

3
,
5
0
0
 
d
o
m
e
s
t
i
c
 
d
e
a
l
e
r
s

m
a
t
e
d
 
t
h
a
t
 
a
 
n
e
w
 
C
o
m
p
a
n
y

s
h
o
r
t
 
p
e
r
i
o
d
s
 
o
f
 
t
i
m
e

w
i
t
h
 
a
n
 
o
u
t
p
u
t
 
o
f
 
2
5
0
,
0
0
0
 
(
1
 
y
e
a
r
)
 
b
e
c
a
u
s
e
 
o
f
 
r
a
p
i
d

c
a
r
s
 
p
e
r
 
y
e
a
r
 
r
e
q
u
i
r
e
d

c
h
a
n
g
e
s
 
i
n
 
a
u
t
o
m
o
b
i
l
e

$
5
7
6
 
m
i
l
l
i
o
n
 
(
i
n
 
1
9
5
8

s
t
y
l
i
n
g
 
a
n
d
 
d
e
s
i
g
n
.

A
m
o
r
-

p
r
i
c
e
s
)
-
i
n
c
l
u
d
i
n
g
 
5
 
y
e
a
r

t
i
z
a
t
i
o
n
 
c
h
a
r
g
e
s
 
f
o
r
 
s
p
e
-

l
o
s
s
e
s
-
t
o
 
e
n
t
e
r
 
t
h
e

c
i
a
l
 
t
o
o
l
s
 
f
o
r
 
t
h
e
 
"
B
i
g

i
n
d
u
s
t
r
y
.

T
h
r
e
e
"
 
i
s
 
1
9
3
4
 
t
o
t
a
l
e
d

n
e
w
 
p
l
a
n
t
 
a
n
d
 
e
q
u
i
p
-

d
e
n
t
 
w
a
s
 
a
s
 
f
o
l
l
o
w
s
:

G
M
F
o
r
d

C
h
r
y
s
l
e
r

$
1
,
2
5
0
 
m
i
l
l
i
o
n

6
3
5
 
m
i
l
l
i
o
n

5
0
0
 
m
i
l
l
i
o
n

$
 
1
3
.
7
 
m
i
l
l
i
o
n
 
f
o
r

3
5
0
 
C
a
n
a
d
i
a
n
 
d
e
a
l
e
r
s

$
 
4
5
.
0
 
m
i
l
l
i
o
n
 
f
o
r

3
,
0
0
0
 
e
x
p
o
r
t
 
d
i
s
t
r
i
-

b
u
t
o
r
s
.

F
u
r
t
h
e
r
 
c
a
p
i
t
a
l
 
o
u
t
l
a
y
s
 
a
r
e

$
9
2
1
 
m
i
l
l
i
o
n
.

3
.
 
D
i
f
f
i
c
u
l
t
y
 
o
f
 
r
a
i
s
i
n
g

i
n
i
t
i
a
l
 
c
a
p
i
t
a
l
 
f
u
n
d
s
.

B
a
n
k
e
r
s
 
a
n
d
 
i
n
v
e
s
t
m
e
n
t

h
o
u
s
e
s
 
a
r
e
 
r
e
l
u
c
t
a
n
t
 
t
o

p
a
r
t
i
c
i
p
a
t
e
 
i
n
 
f
i
n
a
n
c
i
n
g

o
f
 
n
e
w
 
a
u
t
o
 
c
o
n
c
e
r
n
s
.

K
a
i
^
c
r
 
v
:
-

t
r
 
f
i
n
a
n
c
e

e
n
t
r
y
 
i
n
 
1
9
4
6
 
b
e
c
a
u
s
e
 
o
f
:

(
1
)
 
c
a
p
i
t
a
l
 
r
e
s
o
u
r
c
e
s
 
o
f

t
h
e
 
K
a
i
s
e
r
.
 
e
n
t
e
r
p
r
i
s
e
s
,
 
-
a
n
d

-
-

(
2
)
 
a
 
t
i
m
e
l
y
 
l
o
a
n
 
f
r
o
m
 
t
h
e
 
R
F
C
.

K
a
i
s
e
r
'
s
 
d
i
f
f
i
c
u
l
t
y
 
i
n
 
f
i
n
a
n
-

c
i
a
g
 
1
9
4
9
 
m
o
d
e
l
s
 
w
a
s
 
a
n
 
i
m
p
o
r
-

a
n
t
 
r
e
a
s
o
n
 
i
t
 
w
a
s
 
f
o
r
c
e
d
 
o
u
t

t
h
e
 
a
u
t
o
 
i
n
d
u
s
t
r
y
.

A
p
p
r
o
x
i
m
a
t
e
l
y
 
5
1
 
p
e
r
 
c
e
n
t

o
f
 
t
h
e
 
f
u
n
d
s
 
w
e
r
e
 
f
o
r

e
x
p
a
n
s
i
o
n
 
o
f
 
c
a
p
a
c
i
t
y
 
a
n
d

4
9
 
p
e
r
 
c
e
n
t
 
f
o
r
 
r
e
p
l
a
t
e
-

m
e
n
t
 
a
n
d
 
m
o
d
e
r
n
i
z
a
t
i
o
n
.

-
5
6
-

*
T
h
i
s
 
T
a
b
l
e
 
s
u
m
m
a
r
i
z
e
s
 
i
n
i
t
i
a
l
 
i
n
v
e
s
t
m
e
n
t
 
c
o
s
t
s

o
f
 
g
o
i
n
g
 
i
n
t
o
 
,
:
a
r
 
m
a
n
u
f
a
c
t
u
r
i
n
g
,
 
a
n
d
 
y
e
a
r
-
t
o
-
y
e
a
r

a
d
d
i
L
l
o
n
a
l

f
r
e
q
u
e
n
t
l
y
 
n
e
c
e
s
s
a
r
y
 
t
o

r
e
b
u
i
l
d
 
a
n
 
e
x
i
s
t
i
n
g
 
d
e
a
l
e
r

s
y
s
t
e
m
.

F
o
r
 
e
x
a
m
p
l
e
,

i
l
l
 
1
9
6
2
,

C
h
r
y
s
l
e
r
 
f
o
u
n
d
 
i
t
 
n
e
c
e
s
s
a
r
y

t
o
 
r
e
j
u
v
e
n
a
t
e
 
i
t
s
 
d
e
a
l
e
r
s

o
u
t
l
e
t
s
,
 
a
n
d
 
i
n
v
e
s
t
e
d
 
n
e
a
r
l
y

$
1
0
0
 
m
i
l
l
i
o
n
 
o
n
 
t
h
i
s
 
p
r
o
g
r
a
m

a
l
o
n
e
.
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B
A
S
E
S
 
A
N
D
 
R
E
A
S
O
N
S
 
F
O
R
 
P
R
O
D
U
C
T
 
D
I
F
F
E
R
E
N
T
I
A
T
I
O
N
 
I
N
 
T
H
E
 
A
U
T
O
M
O
B
I
L
E
 
I
N
D
U
S
T
R
Y

T
H
E
 
N
A
T
U
R
E

O
F
 
T
H
E
 
P
R
O
D
U
C
T

A
N
N
U
A
L
 
M
O
D
E
L
 
C
H
A
N
G
E
S

A
D
V
E
R
T
I
S
I
N
G

S
Y
S
T
E
M
 
O
F

F
R
A
N
C
H
I
S
E
D
 
D
E
A
L
E
R
S

T
h
e
 
a
u
t
o
m
o
b
i
l
e
 
i
s
 
i
n
h
e
r
-
 
T
h
e
 
p
r
i
m
a
r
y
 
o
b
j
e
c
t
i
v
e
 
o
f

e
n
t
l
y
 
a
 
d
i
f
f
e
r
e
n
t
i
a
t
e
d

a
n
n
u
a
l
 
m
o
d
e
l
 
c
h
a
n
g
e
s
 
i
s
 
t
o

p
r
o
d
u
c
t
 
s
a
t
i
s
f
y
i
n
g
 
a

w
i
d
e
 
r
a
n
g
e
 
o
f
 
c
o
n
s
u
m
e
r

w
a
n
t
s
:

r
e
l
i
a
b
i
l
i
t
y
,

e
c
o
n
o
m
y
 
o
f
 
o
p
e
r
a
t
i
o
n
,

s
p
e
e
d
,
 
p
r
e
s
t
i
g
e
,
 
e
t
c
.

I
n
 
1
9
5
4
,
 
f
o
r
 
e
x
a
m
p
l
e
,

t
h
e
 
"
B
i
g
 
T
h
r
e
e
"
 
o
f
f
e
r
-

e
d
 
m
o
r
e
 
t
h
a
n
 
4
0
0
 
v
a
r
-

i
e
t
i
e
s
 
o
f
 
a
u
t
o
s
.

C
o
m
-

b
i
n
e
d
 
w
i
t
h
 
v
a
r
i
a
t
i
o
n
s

i
n
 
t
r
a
n
s
m
i
s
s
i
o
n
s
,
 
s
e
a
t
-

i
n
g
 
a
c
c
o
m
o
d
a
t
i
o
n
s
 
a
n
d

o
t
h
e
r
 
o
p
t
i
o
n
s
,
 
t
h
e
 
n
u
m
-

b
e
r
 
o
f
 
p
o
s
s
i
b
l
e
 
m
o
d
e
l
s

c
a
n
 
r
u
n
 
t
o
 
m
a
n
y
 
m
i
l
l
i
o
n
s
.

m
a
k
e
 
t
h
e
 
c
o
n
s
u
m
e
r
 
a
w
a
r
e

t
h
a
t
 
t
h
i
s
 
y
e
a
r
'
s
 
m
o
d
e
l
 
i
s

i
d
e
n
t
i
f
i
a
b
l
y
 
d
i
f
f
e
r
e
n
t

f
r
o
m
 
l
a
s
t
 
y
e
a
r
'
s
 
m
o
o
e
l
 
a
n
d

t
o
 
p
e
r
s
u
a
d
e
 
h
i
m
 
t
h
r
o
u
g
h

p
s
y
c
h
o
l
o
g
i
c
a
l
 
s
u
g
g
e
s
t
i
o
n

t
o
 
t
u
r
n
 
i
n
 
h
i
s
 
o
l
d
 
m
o
d
e
l

f
o
r
 
a
 
n
e
w
 
c
a
r
.

T
h
i
s

a
t
t
e
m
p
t
 
t
o
 
h
a
s
t
e
n
 
o
b
s
o
l
e
-

s
c
e
n
c
e
 
i
s
 
c
a
l
l
e
d
 
"
p
l
a
n
n
e
d

o
b
s
o
l
e
s
c
e
n
c
e
.
"

A
d
v
e
r
t
i
s
i
n
g
 
p
r
o
m
o
t
e
s
 
p
r
o
-

d
u
c
t
 
d
i
f
f
e
r
e
n
t
i
a
t
i
o
n
 
i
n

t
w
o
 
r
e
s
p
e
c
t
s
:

1
.
 
b
y
 
b
u
i
l
d
i
n
g
 
c
o
n
s
u
m
e
r

l
o
y
a
l
t
y
 
t
o
 
a
 
g
i
v
e
n
 
m
a
k
e

c
a
r
 
t
h
r
o
u
g
h
 
s
t
r
e
s
s
 
o
n
 
a

f
i
r
m
'
s
 
r
e
p
u
t
a
t
i
o
n
 
a
n
d

r
e
l
i
a
b
i
l
i
t
y
;

2
.
 
b
y
 
c
r
e
a
t
i
n
g
 
a
n
 
i
m
a
g
e

t
h
a
t
 
i
t
 
i
s
 
"
s
m
a
r
t
"
 
a
n
d

'
m
o
d
e
r
n
:
 
a
 
s
i
g
n
 
o
f

a
f
f
l
u
e
n
c
e
 
t
o
 
o
w
n
 
t
h
e

I
n
 
t
h
e
 
1
9
5
0
'
s
,
 
d
i
f
f
e
r
e
n
t
i
a
-
 
l
a
t
e
s
t
 
m
o
d
e
l
 
c
a
r
.

I
f
 
a

t
i
o
n
 
w
a
s
 
a
c
h
i
e
v
e
d
 
m
o
r
e
 
b
y

n
e
w
 
m
o
d
e
l
 
i
s
 
a
 
s
t
a
t
u
s

m
e
a
n
s
 
o
f
 
e
y
e
-
c
a
t
c
h
i
n
g

s
y
m
b
o
l
,
"
 
t
h
e
 
o
l
d
 
m
o
d
e
l

e
c
c
e
n
t
r
i
c
i
t
i
e
s
 
o
f
 
a
d
o
r
n
m
e
n
t
 
i
s
 
d
i
f
f
e
r
e
n
t
 
f
r
o
m
 
t
h
e

o
r
 
c
o
n
f
i
g
u
r
a
t
i
o
n
.

S
i
n
c
e

t
h
e
 
1
9
1
5
0
'
s
,
 
h
o
w
e
v
e
r
,
 
a
u
t
o

m
a
n
u
f
a
c
t
u
r
e
r
s
 
h
a
v
e
 
t
e
n
d
e
d

t
o
 
i
m
i
t
a
t
e
 
o
n
e
 
a
n
o
t
h
e
r
'
s

s
t
y
l
i
n
g
 
a
n
d
 
d
i
f
f
e
r
e
n
t
i
a
t
e

t
h
e
i
r
 
c
a
r
s
 
i
n
 
l
e
s
s
 
o
b
t
r
u
-

s
i
v
e
 
o
r
 
m
o
r
e
 
f
u
n
c
t
i
o
n
a
l

d
e
t
a
i
l
s
.

S
i
m
i
l
a
r
i
t
i
e
s

u
s
u
a
l
l
y
 
a
r
e
 
m
o
r
e
 
s
t
r
i
k
i
n
g

t
h
a
n
 
d
i
f
f
e
r
e
n
c
e
s
.

n
e
w
,
 
a
n
d
 
t
h
e
 
d
i
f
f
e
r
e
n
c
e

h
e
l
p
s
 
p
r
o
m
o
t
e
 
t
h
e
 
s
a
l
e

o
f
 
n
e
v
i
 
m
o
d
e
l
s
.

-
5
7
-

A
 
n
a
t
i
o
n
a
l
 
s
y
s
t
e
m
 
o
f
 
f
r
a
n
-

c
h
i
s
e
d
 
d
e
a
l
e
r
s
 
f
o
s
t
e
r
s
 
p
r
o
-

d
u
c
t
 
d
i
f
f
e
r
e
n
t
i
a
t
i
o
n
 
i
n
 
t
w
o

w
a
y
s
:

1
.
 
b
y
 
a
d
v
e
r
t
i
s
i
n
g
 
a
n
d
 
p
r
o
m
o
t
-

i
n
g
 
a
 
p
a
r
t
i
c
u
l
a
r
 
m
a
k
e
 
c
a
r

l
o
c
a
l
l
y
 
a
n
d
;

2
.
 
b
y
 
p
r
o
v
i
d
i
n
g
 
o
p
e
c
i
a
l
i
z
e
d

r
e
p
a
i
r
 
s
e
r
v
i
c
i
n
g
 
f
o
r
 
e
a
c
h

c
a
r
 
m
a
k
e
.

T
h
e
 
d
e
g
r
e
e
 
o
f
 
s
u
c
c
e
s
s
 
i
n

d
i
f
f
e
r
e
n
t
i
a
t
i
o
n
 
i
s
 
a
 
f
e
n
c
t
i
o
l

o
f
 
t
h
e
 
s
t
r
e
n
g
t
h
 
a
n
d
 
s
i
z
e
 
o
f

t
h
e
 
d
e
a
l
e
r
 
s
y
s
t
e
m
.
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F
A
C
T
O
R
S
 
I
N
F
L
U
E
N
C
I
N
G
 
D
E
M
A
N
D
 
F
O
R
 
N
E
W
 
A
U
T
O
S

1
2

D
I
S
P
O
S
A
B
L
E
 
I
N
C
O
M
E

P
R
I
C
E
S
 
O
F
 
N
E
W
 
A
N
D
 
U
S
E
D
 
C
A
R
S

3

S
C
R
A
P
P
I
N
G
 
O
L
D
 
C
A
R
S

1
.
 
F
a
m
i
l
y
 
i
n
c
o
m
e
 
i
s
 
t
h
e

m
a
i
n
 
d
e
t
e
r
m
i
n
a
n
t
 
o
f
 
a
u
t
o

d
e
m
a
n
d
.

2
.
 
A
u
t
o
 
s
a
l
e
s
 
a
r
e
 
h
i
g
h
l
y

a
f
f
e
c
t
e
d
 
b
y
 
c
h
a
n
g
e
s
 
i
n

g
e
n
e
r
a
l
 
b
u
s
i
n
e
s
s
 
c
o
n
d
i
-

t
i
o
n
s
.

!
T
h
e
n
 
t
h
e
 
e
c
o
n
o
m
y
 
i
s
 
T
h
e
 
d
e
m
a
n
d
 
f
o
r
 
n
e
w
 
c
a
r
s

b
u
o
y
a
n
t
,
 
t
h
e
 
p
r
o
p
o
r
t
i
o
n
 
o
f

i
s
 
i
n
f
l
u
e
n
c
e
d
 
n
o
t
 
o
n
l
y
 
b
y

t
h
e
 
c
o
n
s
u
m
e
r
 
i
n
c
o
m
e
 
s
p
e
n
t

t
h
e
 
p
r
i
c
e
 
o
f
 
n
e
w
 
c
a
r
s
 
b
u
t

f
o
r
 
c
a
r
s
 
e
x
p
a
n
d
s
,
 
a
n
d
 
w
h
e
n

t
h
e
 
p
r
i
c
e
 
o
f
 
o
l
d
 
c
a
r
s
.

i
t
 
i
s
 
d
e
p
r
e
s
s
e
d
,
 
t
h
e
 
p
r
o
-

W
h
e
n
 
p
r
i
c
e
s
 
o
f
 
u
s
e
d
c
a
r
s

p
o
r
t
i
o
n
 
o
f
 
i
n
c
o
m
e
 
C
o
n
-

g
o
 
u
p
,
 
d
e
m
a
n
d
 
f
o
r
 
n
e
w
 
c
a
r
s

B
e
c
a
u
s
e
 
o
f
 
t
h
e
 
s
t
e
a
d
y

t
r
a
c
t
s
.

T
h
e
 
p
e
r
c
e
n
t
a
g
e
 
o
f

i
s
 
a
f
f
e
c
t
e
d
 
f
a
v
o
r
a
b
l
y
.

i
n
c
r
e
a
s
e
 
i
n
 
t
h
e
 
n
u
m
b
e
r

d
i
s
p
o
s
a
b
l
e
 
i
n
c
o
m
e
 
s
p
e
n
t
 
o
n

o
f
 
c
a
r
s
 
s
o
l
d
 
i
n
 
t
h
e
 
p
a
s
t

a
u
t
o
s
 
w
a
s
 
5
 
p
e
r
 
c
e
n
t
 
i
n

I
n
 
p
r
o
s
p
e
r
o
u
s
 
t
i
m
e
s
,
 
p
r
i
c
e

d
e
c
a
d
e
,
 
s
c
r
a
p
p
a
g
e
 
h
a
s

1
9
6
1
,
 
a
 
d
e
p
r
e
s
s
e
d
 
y
e
a
r
,
 
a
s

i
s
 
a
 
l
e
s
s
 
i
m
p
o
r
t
a
n
t
 
f
a
c
t
o
r

i
n
c
r
e
a
s
e
d
 
f
r
o
m
 
a
 
1
9
5
5
 
-

c
o
m
p
a
r
e
d
 
w
i
t
h
 
6
.
5
 
p
e
r
 
c
e
n
t

t
h
a
n
 
i
n
 
d
e
p
r
e
s
s
i
o
n
 
p
e
r
i
o
d
s
.
 
G
O
 
a
v
e
r
a
g
e
 
o
f
 
4
 
m
i
l
l
i
o
n

i
n
 
1
9
.
6
5
,
 
w
h
e
n
 
t
h
e
 
e
c
o
n
o
m
y

I
n
 
1
9
6
4
,
 
f
o
r
 
e
x
a
m
p
l
e
,

u
n
i
t
s
 
a
 
y
e
a
r
 
t
o
 
5
.
5

w
a
s
 
b
o
o
m
i
n
g
.

a
l
t
h
o
u
g
h
 
t
h
e
 
p
r
i
c
e
 
o
f
 
t
h
e

m
i
l
l
i
o
n
 
i
n
 
1
9
6
4
.

I
t
 
i
s

b
a
s
i
c
 
c
a
r
 
r
e
m
a
i
n
e
d
 
s
t
e
a
d
y
,

e
s
t
i
m
a
t
e
d
 
t
h
a
t
 
6
 
m
i
l
l
i
o
n

c
o
n
s
u
m
e
r
s
 
s
p
e
n
t
 
m
o
r
e
 
f
o
r

c
a
r
s
 
w
i
l
l
 
b
e
 
s
c
r
a
p
p
e
d
 
i
n

c
a
r
s
,
 
t
r
a
d
i
n
g
 
u
p
 
t
o
 
l
a
r
g
e
r
,
 
1
9
6
G
.

b
e
t
t
e
r
 
e
q
u
i
p
p
e
d
,
 
a
n
d
 
m
o
r
e

e
x
p
e
n
s
i
v
e
 
c
a
r
s
.

P
r
i
c
e
 
i
s
 
a
n
 
i
m
p
o
r
t
a
n
t

d
e
t
e
r
m
i
n
a
n
t
 
o
f
 
d
e
m
a
n
d
 
b
u
t

l
e
s
s
 
i
m
p
o
r
t
a
n
t
 
t
h
a
n

i
n
c
o
m
e
.

P
r
i
c
e
 
e
l
a
s
t
i
c
i
t
y

i
s
 
e
s
L
:
i
m
a
t
e
d
 
t
o
 
r
a
n
g
e

b
e
t
w
e
e
n
 
-
1
.
2
 
a
n
d
 
-
1
.
5
.

T
h
e
 
r
e
p
l
a
c
e
m
e
n
t
 
d
e
m
a
n
d

f
o
r
 
j
u
n
k
e
d
 
c
a
r
s
 
i
s
 
t
h
e

b
a
c
k
b
o
n
e
 
o
f
 
t
h
e
 
n
e
w
 
c
a
r

m
a
r
k
e
t
.

S
i
n
c
e
 
1
9
5
5
,
 
t
h
e
 
s
c
r
a
p
-

p
a
c
e
 
r
a
t
e
 
h
a
s
 
a
v
e
r
a
g
e
d

a
b
o
u
t
 
7
.
5
 
p
e
r
 
c
e
n
t
 
o
f

t
o
t
a
l
 
c
a
r
s
,
 
b
u
t
 
t
h
e
 
r
a
t
e

f
l
u
c
t
u
a
t
e
s
 
w
i
t
h
 
t
h
e

b
u
s
i
n
e
s
s
 
c
y
c
l
e
.

-
5
8
-

4
A
V
A
I
L
A
B
I
L
I
T
Y
 
A
N
D
 
T
E
R
M
S

O
F
 
C
R
E
D
I
T

B
e
c
a
u
s
e
 
o
f
 
t
h
e
 
m
a
g
n
i
t
u
d
e

o
f
 
e
x
p
e
n
d
i
t
u
r
e
s
 
i
n
v
o
l
v
e
d

f
o
r
 
a
 
n
e
w
 
a
u
t
o
m
o
b
i
l
e
,
 
t
h
e

a
v
e
r
a
g
e
 
c
o
n
s
u
m
e
r
 
i
s
 
u
s
u
a
l
l
y

n
o
t
 
i
n
 
a
 
p
o
s
i
t
i
o
n
 
t
o
 
b
u
y
 
a

n
e
w
 
c
a
r
 
u
n
l
e
s
s
 
c
r
e
d
i
t
 
i
s

a
v
a
i
l
a
b
l
e
 
a
t
 
f
a
v
o
r
a
b
l
e

C
o
n
s
u
m
e
r
 
a
u
t
o
 
c
r
e
d
i
t
 
f
o
r

p
u
r
c
h
a
s
e
 
o
f
 
c
a
r
s
 
c
r
i
p
l
e
d

f
r
o
m
 
$
9
.
8
 
b
i
l
l
i
o
n
 
i
n
 
1
9
5
4

$
2
7
.
5
 
b
i
l
l
i
o
n
 
i
n
 
m
i
d
-

1
9
.
3
5
.
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(
c
o
n
t
i
n
u
e
d
)

F
A
C
T
O
R
S
 
I
N
F
L
U
E
N
C
I
N
G
 
D
E
M
A
N
D
 
F
O
R
 
N
E
W
 
A
U
T
O
S

5

M
O
D
E
L
 
C
H
A
N
G
E
S

6

P
O
P
U
L
A
T
I
O
N
 
G
R
O
W
T
H

7

P
O
P
U
L
A
T
I
O
N
 
S
H
I
F
T
S

8

C
O
N
S
U
M
E
R
 
C
O
N
F
I
D
E
N
C
E

A
n
n
u
a
l
 
m
o
d
e
l
 
c
h
a
n
g
e
s
,

c
o
m
b
i
n
e
d
 
w
i
t
h
 
l
a
r
g
e
-

s
c
a
l
e
 
a
d
v
e
r
t
i
s
i
n
g
 
c
a
m
-

p
a
i
g
n
s
,
 
a
r
e
 
a
n
 
i
m
p
o
r
-

t
a
n
t
 
f
a
c
t
o
r
 
i
n
 
c
o
m
p
e
l
l
-

i
n
g
 
t
h
e
 
c
o
n
s
u
m
e
r
 
t
o

r
e
p
l
a
c
e
 
t
h
e
i
r
 
c
a
r
s
 
m
o
r
e

f
r
e
q
u
e
n
t
l
y
.

C
o
n
s
u
m
e
r
s
'
 
t
a
s
t
e
s
 
a
r
e

c
o
n
t
i
n
u
a
l
l
y
 
c
h
a
n
g
i
n
g
,

i
n
f
l
t
a
c
e
d
 
n
o
t
-
 
o
n
l
y
 
b
y

t
h
e
 
s
i
z
e
 
o
f
 
t
h
e
i
r
.
.
 
-
-
-

i
n
c
o
m
e
,
 
b
u
t
 
b
y
 
m
a
n
y

o
t
h
e
r
 
f
a
c
t
o
r
s
,
 
i
n
c
l
u
d
-

i
n
g
 
p
s
y
c
h
i
c
.

T
h
e
 
r
a
t
e
 
o
f
 
p
o
p
u
l
a
t
i
o
n

g
r
o
w
t
h
 
i
s
 
a
n
 
i
m
p
o
r
t
a
n
t

f
a
c
t
o
r
 
i
n
f
l
u
e
n
c
i
n
g
 
t
h
e

d
e
m
a
n
d
 
f
o
r
 
c
a
r
s
.

O
f
 
p
a
r
t
i
c
u
l
a
r
 
i
m
p
o
r
t
a
n
c
e

i
s
 
(
1
)
 
t
h
e
 
e
n
t
r
y
 
o
f
 
y
o
u
n
g

a
d
u
l
t
s
 
i
n
t
o
,
t
h
e
 
a
u
t
o
 
m
a
r
-

k
e
t
,
 
a
n
d
 
(
2
)
 
t
h
e
 
g
r
o
w
t
h

o
f
 
n
e
w
 
f
a
m
i
l
i
e
s
.

Y
o
u
n
g
 
p
e
o
p
l
e
 
a
r
e
 
c
o
m
i
n
g

o
f
 
d
r
i
v
i
n
g
 
a
g
e
 
a
t
 
t
h
e

r
a
t
e
 
o
f
 
m
o
r
e
 
t
h
a
n
 
3
 
m
i
l
-

l
i
o
n
 
a
 
y
e
a
r
.

A
l
t
h
o
u
g
h
 
t
h
e
y
 
m
o
s
t
l
y
 
b
u
y

I
n
 
t
h
e
 
m
i
d
-
1
9
5
0
'
s
,
 
c
o
n
-

u
s
e
d
 
c
a
r
s
,
 
t
h
e
y
 
i
n
d
i
r
e
c
t
l
y

s
u
m
e
r
s
 
p
r
e
f
e
r
r
e
d
 
e
x
t
r
e
m
e

c
r
e
a
t
e
 
a
 
d
e
m
a
n
d
 
f
o
r
 
n
e
w

o
s
t
e
n
t
a
t
i
o
n
;
 
i
n
 
t
h
e
 
e
a
r
l
y
 
c
a
r
s
 
b
y
:

(
1
)
 
c
o
n
t
r
i
b
u
t
i
n
g

1
9
6
0
'
s
,
 
a
n
 
e
c
o
n
o
m
y
 
c
a
r
 
;

t
o
 
t
h
e
 
h
i
g
h
 
r
a
t
e
 
o
f
 
m
u
l
t
i
-

i
n
 
t
h
e
 
m
i
d
-
1
9
6
0
'
s
,
 
t
h
e
y

c
a
r
 
o
w
n
e
r
s
h
i
p
 
i
n
 
t
h
e

t
u
r
n
e
d
 
b
a
c
k
 
t
o
 
l
u
x
u
r
y

m
o
d
e
l
s
.

c
o
u
n
t
r
y
,
 
a
n
d
 
(
2
)
 
k
e
e
p
i
n
g

t
h
e
 
p
r
i
c
e
 
o
f
 
u
s
e
d
 
c
a
r
s
 
h
i
g
h

i
n
 
r
e
l
a
t
i
o
n
 
t
o
 
n
e
w
 
c
a
r
s
,

t
h
u
s
 
e
r
a
i
d
f
i
c
i
n
g
t
h
e
 
t
r
a
d
e
-

i
n
 
v
a
l
u
e
 
o
f
:
o
l
d
e
r
 
c
a
r
s
.

N
e
w
 
f
a
m
i
l
i
e
s
 
-
i
r
e
 
e
x
p
e
c
t
e
d

t
o
 
i
n
c
r
e
a
s
e
 
f
r
o
m
 
1
3
.
6
 
m
i
l
-

l
i
o
n
 
u
n
i
t
s
 
i
n
 
1
9
6
4
 
t
o
 
1
7
.
1

m
i
l
l
i
o
n
 
i
n
 
1
9
7
0
.

T
h
e
 
r
e
c
e
n
t
 
s
h
i
f
t
 
o
f
 
t
h
e

p
o
p
u
l
a
t
i
o
n
 
t
o
 
s
u
b
u
r
b
i
a

h
a
s
 
b
e
e
n
 
a
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TABLE 12
CORPORATION EXPENDITURES FOR ADVERTISING

COMPARED WITH RECEIPTS,
BY INDUSTRY, 1964.

(in billions of dollars)

Corporation
Receipts

Industry (in billions of dollars)

Corporation Advertising
Expenditures

(in billions of dollars)

Advertisng as
% of Receipts

Total, All Industry

Mining

Manufacturing

$1063.0

12.7

453.2,

$12.10

0.02

6.61

1.1%

0.2

1.5

Beverages Industry 69.7 1.82 2.6

Tobacco Manufacturing 5.4 6.33 6.1

Textile Mill Products 17.2 0.09 0.5

Chemical and Allied Products 34.5 1.51 4.4

Petroleum Refining 44.9 0.25 9.6

Primary Metals Industry 33.7 0.11 0.3
%N./

Fabricated Metal Products* 24.5 . 0.22 0.9

Motor Vehicles and Motor Equipment 35.5 0.23 0.6

* Excludes Machinery and Transportation Equipment

Source: Statistical Abstract of the United States, 1967, p. 809.
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UNIT 11
LESSON 8 READING #3

THE HISTORY AND MARKET STRUCTURE OF THE TELEPHONE INDUSTRY

1. THE DEVELOPMENT OF THE TELEPHONE INDUSTRY

Origin of the Telephone Industry
1

Alexander Graham Bell, credited as the inventor of the telephone, took out a

patent on a transmitter in 1876, and on a magneto telephone In 1877. These patents

were the basis for the Bell System's early and continued domination of the industry.;

they were perhaps the most valuable patents ever issued in this country.

Bell's experimentation with the telephone was financed by two friends, Thomas

Sanders and Gardiner G. Hubbard. In 1875, Bell and his two backers organized a partner-

ship, the Bell Patent Association, to develop and exploit the new invention. The

association attempted, unsuccessfully, to interest businessmen In the financial possi-

bilities inherent in the invention. Western Union, for example, in 1875, rejected

the choice to buy the Bell patent for $100,000. In 1878 ,the association was Incor-

porated in Massachusetts as the National Bell Telephone. Company, and in 1880, the name

was-changed to the American Bell Telephone Company. The company was franchised to

manufacture telephones and other equipment and to construct and operate telephone

lines throughout the United States.

Early Competition with Western Union, 1877-1879

The Western Union Company was Bell's first real competitor. This, company,

already well established in the telegraph field, finally, realized the competitive,

threat of telephones to its business, and acquired certain patents of EliSha Gray in

an attempt to undermine Bell's position. It organized the American Speaking Telephone

Company and employed Gray and Thomas Edison, who had invented.a transmitter. With

the resources of the Western Union behind it, the new company eTed at first.to

prOvide 0 formidabTe' competi'lve threat. However, preeminence the field swung to

the Bell System when it acquired a still better transmitter, the Bialse, in 1878.

29
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Following a suit against Western Union for alleged patent infringement the Bell System

succeeded in forcing Western Union to retire from the telephone business. Several

factors contributed to this victory: tha. Plake t.:ttel, the driving, aggressive

genius of Bell's famous general manager, Theodore N. Vail; the Bell. System's threat

to enter the telegraph business; and support from the notorious Jay Gould, who was

himself attempting to break Western Union's monopoly.
1

The Development of the "A. T. & T."

Organization of local Exchange Sources. Because the bell System lacked the necessary

funds to establish local telephone exchanges, the company encouraged the formation of

local telephone exChange companies. In return for the use of the Bell patented

apparatus, these-companies were required to grant American Bell from 30 to 50 percent

of their stock. Urrfil 19272 the company maintained control over telephone instruments

by- renting rather than Selling them to the operating companies.

By 1879, the Americari\Bell had entered into 185 such service contracts with local

operating companies, covering the more densely populated parts of the country. At ;

first, fiVe-year licenses were'common because of the uncertainties of the new venture.. .

As the .industry gr.eW, American Bell granted permanent licenses, taking in ,return-.

tionai stock interest in' the licensees., These permanent contracts established American.

Bell's controLoVer-thd'Subsidiary local companies, and allowed the Bell System to

exploit its patents virtually in 'perpetuity.

Purchase of Western Electric. It soon became evident that in order to establish a

unified nationwide telephone system, standardTiation of equipment was essential.. Accord-

ingly, in 1881, the Atherican BeILTelephone Company acquired a substantial interest in .

the Western Electric Manufacturing 'Company of Chicago and changed its name to the

Westerntlectric'COmpany. 'The'neW-Company became the chief manufacturer and supplier _

for the Bell Systemland 'conducted research and development deemed essential to

telephone progress. Frei this time on, licensees were required to use equipment_manu-

factured accordthg-to specifications which could only be met by Western Electric.

'Federal CoMmUnications Commission, Investigation of the Telephone Industry in the

United States. House Doc. 340, 76th Congr,1 ist Sess. (Washington-D.C.: U.S. Government

Printing Office, 1939), pp. 123-125.

2 Starting in 1927, all telephone instruments were sold to the operating companies.
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Although the arrangement provided uniformity of riceign ^f

it also tightened Bell's monopolistic controls on the industry.

Establishment of Long Distance Lines. The early operating companies provided only

local telephone service. In 1884, improvements in techniques and the desire for an

extended range of communication led the American Bell to set up inter-company connections

which provided the basis for long-distance service.
3

In 1885, the Bell System estab-

lished a new corporation, the American Telephone and Telegraph Company (often referred

to as "Mother 301") as a wholly owned subsidiary of American Bell Telephone Company,

to operate the long-distance network connecting the local ,exchanges of the operating

companies. Later, American Bell transferred all investments in its other subsidiaries

to the American Company and eventually the two companies were consolidated.

In 1900, the American Company (A.T.U.) became the parent holding company as well

as the operator of the long-distance lines. In 1924, Bell Telephone Laboratories,

Inc., was established to take over the engineering and a portion of the patent depart-

ment of Western Electric Thus, by the early 1920'$, the Bell System had established

the corporate structure which exists today. (See section: "The Telephone Industry

Today.")

A Second Period of Competition

Rise of the )ndependents. Immediately after the expirbfion of the Bell patents in

1893 and 1894, numerous independent companies sprang up throughout the country. The

competition was vigorous and the number of independent companies increased rapidly

until 1907, at which time there were 2,986,515 independent stet ons
4

as compared with

3,132,063 Bell stations. Tte independents offered particularly severe o mpetition in

the middle-western states, where the Bell Company allegedly gave inadequate service at

unsatisfactory rates. Many independents also developed in rural areas that had more

3However, long-range communication had to await the turn of the century with
the invention of Pupin's induction coil.

4
A station is a place of residence or business where a complete assimblage of

equipment for a telephone service is located.
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or less been nr-01,,,r-ted by thc DelIco-ipanies. Because of rate wars and new competi-

tors, Bell's share of the telephone business declined, and so did income. Annual

Bell revenues per -.felon dropped from $88 in 1895 to $43 in 1907.

A.F.O. used a number of tactics to meet the new competition: it reduced

telephone rates and improved services in the better established Bell companies; it

attempted to prolong its patent monopoly by patenting improved features; it instigated

patent infringement suits to force independents out of business; it refused to connect

or sell telephones to certain independents. Despite these practices, a number of the

1..
independent companies survived, prospered, and grew to considerable size. A greater

number, however, were forced out of business. Failure was due, in part, to Bell's

predatory policies, but also to the independents' unsound financial practices. 5

Period of Acquisition, 1907-1913. After 1907, the American Telephone and Telegraph

Company came under banker control and instituted aggressive acquisition policies.

In 1909, the A.T.U. acquired a substantial stock interest in Western Union, an acqui-

sition that was promptly criticized by Postal Telegraph--a major competitor of Western

Union. It also made a determined effort to break up independent systems by the purchase

of key properties. It was aided in this endeavor by the investment-banking houses

which denied financial backing to distressed independents.

As a result, in 1913, the A.T.U. was threatened with two antitrust suits, one

for discrimination against Postal Telegraph in favor of Western Union, and one for

alleged predatory practices against independents, particularly for its refusal to

furnish satisfactory long-distance interconnections with the independents. In 1913,

in an effort to end the threat of prosecution, the A.T.U. made an agreement with the

U.S. Attorney General. In this agreement, the Kingsbury Commitment, the A.T.U.

agreed to three changes in its acquisition conduct: (1) to sell its Western Union stock,

5
Many independents, for example, in their eagerness for profits, neglected depre-

ciation with disastrous financial results.
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thereby giving up its control of the Western Union Telegraph Company; (2) to inter-

._
connect with those independent telephone companies which met its equipment standards;

and (3) to cease acquiring control of competing companies.
6

Problems of the Duplicate Exchanges. One of the major problems resulting from compe-

tition in the telephone industry was that of duplicate exchanges.
7

In 1912, the inde-

pendents and Bell companies competed in 1200 communities, while independents fought

each other in 600 other places. This proved a great source of inconvenience and ex-

pense to the public in a number of ways. It resulted in a duplicate network of tele-

phone wares strung above the city streets, and it required subscribers to take ser-

vice from two or more companies in order to telephone all other subscribers in the same

town. This meant subscribers were required to have two or more telephones in their

homes or businesses, two or more telephone books, not to mention two or more telephone

bills. These drawbacks convinced the public of the need for unified telephone service.

The telephone industry seemed to provide the best service when there was only one

company in a local area--it was a "natural" monopoly.

At first the Bell Telephone and the independents attempted to solve this problem

by themselves. In 1909, certain independents agreed with Bell to divide their terri-

tory and arrange for the sale of property to one another. Following the threat of an

antitrust suit in 1913, however, the Bell System stopped purchasing competing systems.

Finally, in 1921, Congress passed the Graham Act which permitted consolidation of companies

with the consent of the Interstate Commerce Commission. This, in effect, exempted the

telephone industry from the Sherman Antitrust Act as far as consolidation of competing

companies was concerned. As a result of the Graham Act, competitive warfare in the

6
Letter from N.C. Kingsbury, Vice-President of A.T.8.T., to the Attorney General

of the United States, Dec. 19, 1913. See Annual Report of the A.T.8.T., 1913, pp.24-26.

7
An exchange is a geographical unit of telephone service, usually embracing a

city, town, or village and other environs.
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-75--



telephone industry came to an end. Telephone service was unified throuah acquisitions

and mergers so as to leave a single company, either Be l! or non-Bell, operating

it each area.

Under fne Hall Memorandum of 1922,
8 the Bell System adopted a policy of friendly

cooperation with the independent companies, pledging to purchase only distressc.

and to dispose of minority interests in all independent companies outs. the Bell

System. Provision was made for interconnecting the facilities of the non-Bell companies

with those o. the Bell System, thus making possible the interconnection of nearly all

telephones in the United States, as well as connections to the rest of the world.

Despite the restricted acquisition policy of the Bell System, by 1935 the A.T.8.T.

had succeeded in consolidating its control over more than 75 percent of the industry

(Table I). However, with peace and cooperation in the industry, it was possible for the

remaining independents to prosper and grow. The declining number of independent telc-

phone com-nies has been caused primarily by mergers among independents to achieve

economies of scale, rather than Bell System acquisitions.

With the decline of competition in the telephone Industry, the public realized the

need of government regulations-of prices and services. By i919, 45 states and the

District of Columbia had commissions whose duties included telephone rates and service

regulation. Interstate telephone traffic was placed under the jurisdiction Of the Inter-

state Commerce Commission as early as 1910. In 1934, the ICC's regulatory power over

the telephone industry was transferred to the Federal Communications Commission. Because

the operations of most independents are confined within the boundaries of one state,

they are ordinarily regulated by only state or local agencies. The Pell system, however,

8
When in 1921 the Graham Act permitted telephone companies to merge or consolidate

with competing companies, the Kingsbury Commitment was followed by the Hall I'lemorandum
of 1922, which explained the Bell System's acquisitive policy. See letter. from E.K.
Hall, Vice-President of A.T.AJ.,t6-F.B. McKinnon, President of the United States Inde-
pendent Telephone Association, June 14, 1922. .
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TABLE I

DISTRIBUTION OF TELEPHONES BETWEEN THE BELL SYSTEM AND INDEPENDENT COMPANIES

Year Be!), System Independent Com- Bell System Percont-
Telephones Telephones pany Telephones age of the Whole

,_,

1680 47,880 47,880 N.F. 100.0

1885 155,751 155,751 N.F. 100.0

1890 227,857 227,857 N.F. 100.0

1895 309,502 309,502 30,000 91.2

1900 835,911 835,911 540,000 60.8

1902 2,371,044 1,317,178 1,053,866 55.5

1907 6,118,578 3,132,063 2,986,515 51.2

1912 8,729;592 5,087,027 3,642,565 58.3

1917 11,716,520 7,326,858 4,389,662 62.5

1920 13,329,400 8,134,000 5,195,000 6i.0

1925 16,935,900 11,910,000 5,025,000 70.5

1930 20,201,000 15,187,000 5,014,000 75.2

1935 17,424,000 13,573,00Q . 3,851,000 78.1

1940 21,928,000 17,484,000 4,444,000 79.7

1945 27,867,000 22,446,000, 5,421,000 80.5

'947 34,867,000 28,507,000 6,360,000 81.e

Sources: Figures for 1890-1900 are from the Federal Communications Commission,
Investigation of the Telephone Industry, 1939

are from U.S. Census of Electrical Industries
for 1920-1947 are from the U.S. Statistical A
comparable.

, p. 129. Figures for 1902-1917
Telephone and Telegraphs. Figures

bstract. The series are not strictly
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is subject to regulations by both state commissions and the FCC.

II. THE TELEPHONE INDUSTRY TODAY

The Bell System is by far the dominant segment of the telephone industry today.

In 1965, it served approximately 76 million phones or 84 percent of the total, as com-

pared with 15.2 million phones or 16 percent of the total for the independents (Table

2). Although the independents are dwarfed by the mammoth Bell System, they neverthe-

less form a comparatively large industry in themselves. The number of telephones they

served in 1965, for example, were more than the total number of phones in Britain and

France combined. The biggest of the independents, General Telephone and Electronics

Corporation, served more than seven million firms (Table 2) and was, in fact, the 28th

largest company in the nation.
9

The Bell System's Corporate Structure

The Bell System is a holding company, consisting of the American Telephone and

Telegraph Company, 23 affiliated regional exchange companies operating throughout the

United States, Western Electric, and the Bell Telephone Laboratcrie,,. Each company

has the primary responsibility of providing local telephone service and interconnections

between communities within its own territory. The A.T.O. interconnects the territorial

operating companies by means of its long-distance lines; affords a central advisory

service; operates the Bell Telephone Laboratories devoted to research, development, and

design in the communications field; owns and operates the Western Electric Company, the

System's manufacturing and supply unit; and furnishes the affiliated companies with

engineering assistance and operating advice as well as assistance witl- legal, accounting,

and financial matters.

The A.T.8.T. owns and operates outright 16 of. the 23 operating exchange companies,

has a majority control in four others and a minority interest in three (Table 3). In

addition, it completely owns the Western Electric Company, the nation's ninth largest

9
See Fortune's Directory of the 500 Largest Industrial Corporations, 1964.
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TABLE 2

SHARE OF TELEPHONE SERVICES BY A. T. & T. AND INDEPENDENTS, 1965

System
No. of

operating
companies

Number of
Telephones

Percentage
of Total

Bell System (American Telephone
and Telegraph) 22 75,866,000 83

Leading Bell Operating C.r7panies

Pacific Tel & Tel 8,044,000
New England Tel & Tel : 3,893,000
Mountain States Tel & Tel 2,946,931
Pacific Northwes.: Bell Tel 1,820,032*
Southern New England Tel 1,584,000
Cincinnati & Suburban Bell Tel 694,810

Independents 2500 15,190,000 17

Leading -)n-Bell Systems

General Tel & Electronics 7,176,000 8

Western Power & Gas 655,048
United Utilities 784,778

Total Telephone Industry 91,056,000 100

* 1964 figures

Source: Clark, Dodge, & Co., Industry.Review Service,,March 15, 1966, appendix.
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industrial corporation, and shares control of the Bell Telephone Laboratories with

Western Electric Company. It controls 84 percent of the nation's local telephone

service and 98 percent of its long-distance lines. Through its manufacturing sub-

sidiary, Western Electric, it accounts for 90 percent of the nation's output of

telephone equipment.

The president of the A.T.87. is empowered to vote its stock in the bPerating

companies and to select the directors and officers of these concerns. The parent

is thus in direct and complete control of the entire telephone system. In actual;:/,

however, the associated companies are largely autonomous units, planning their own

construction and expanSion, deciding what services will be offered, and fighting their

own rate battles with state and local regulatory agencies.

In 1965, the Bell System controlled over $34 billion of gross assets, one of the

largest aggregations'of- Capital and resources ever assembled by a private, non-finan-

cial company in history. This sum was an amount only $10 billion short of equalling

the value of the gold held by all of the world governments in that year. The Bell

System is a publicly-owned corporation, and the number of stock holders (2,700,000)

is larger than the sum of stockholders for the next three largest companies.
10

The main sources of A.T.U. income are from dividends paid it by the associated

telephone companies, from charges A.T.U. makes for the services rendered to subsidi-

aries , from the earnings of its long-distance lines, and from the profits of Western

Electric. This income is derived ultimately from the rates paid by subscribers for

telephone service. Although the corporate structure of A.T.8,T. is much simpler than

that of other utility-holding company systems, the relation of the parent company to

101n
1965, General Motors, in second place, had 1,309,419 stockholders; Standard

Oil Co. of New Jersey ranked third vith 723,000 stockholders; and General Electric
was in fourth place with 525,000.
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TABLE 3

BELL SYSTEM COMPANIES, 1965

Capital Stocks
Owned by 0.T.&T. Co. Advances

Affiliates % Owned
from A.T.&T.

Equity Co.*

Principal Telephone Subsidiaries:
New England Tel & Tel Co
New York Tel Co
New Jersey Roll Tel C7)

Boll Tel Co of Pennsylvania
Diamond State Tel Co

69.3
100.0
100.0

100.0

100.0

$ 553,795 $ 105,000
2,037,546

801,547 7R,!00
864,366 65,000
63,370 3,775

Chesapeake & Potomac Tel Co 100.0 179,944 24,300
Chesapeake & Potomac Tel Co of "Id. 100.0 398,590 61,200
Chesapeake & Potomac Tel Co of Va. 100.0 404,356 67,300
Chesapeake & Potomac Tel Co of West Va. 100.0 144,668 15,800
Southern Bell Tel Co 100.0 2,166,592 135,900
Ohio Bell To Co 100.0 695,771 104,000
Michigan Bell Tel Co 100.0 643,128 34,700
Indiana Bell Tel Co Inc 100.0 297,828 8,600
Wisconsin Tel Co 100.0 315,040 22,700
Illinois Roll Tel Co 99.3 1,160,935 46,600
Northwestern Bell Tel Co 100.0 724,048 50,900
Southwestern Bell Tel Co 100.0 2,140,624 88,000
Mountain States Tel & Tel Co '86.7 768,771 23,000
Pacific Northwest Bell Tel Co 89.1 433,359 21,900
Eel! Tel Co of Nevada x*

TOTAL $16,751,271 $1,051,775
Subsidiaries Not Consolidated:

* * *Bell Te:ephono Laboratories, Inc 50.0 $ 40,000
Western Electric Co, Inc 99.8 '1,491,218
195 Broadway Corp 100.0 29,051 2,675
Other**** 54,649 2,423

TOTAL $ 1,614,918 $ 5,098
Other Companies
Southern New England Tel Co 18.3 $ 41,587 $ 17,600
Cincinnati e, Suburban 3e11 Tel Co 28,4 24,346 2,100
Dell Tel of Canada 2.5 18,855

TOTAL 1 84,788 19,700

* Thousands of dollars
** Wholly owned subsidiary of Pacific Tel & Tel Co (Equity $76,801,000;

Advances $1,100,000)
Remainder owned by Western Electric Company

****Includes investments of principal telephone subsidiaries

Source: .A.T.&T., AnnuE 1 Report, 1965, p. 27.
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'.ubsidi-ri,:n in much the -,arr,-) in all such holding companies.

Ind(T-h,; rr

lho V.t(:rli nerve% the ITIrger cities, for the mes,f part tne ideDendent

companies provide local services in the smaller urban and rural communities. At the

2nd of 1955, The inde:)ondents operated 15.2 million to or 17 percent of the

UnitA States total. (Table 2) They covered one-half of the nation's geogrophic

area, operatinn in /9 of tne 50 states (excluding Delaware). While they serve twice

as many cemmunities as do, .s the Bell System, the total size of the territory they

serve approxih.aies that served by the Bell System. States That have the greatest

number of ineeporWent Ltations are California (nearly 2 million), Ohio (over 1 million),

Pennsylvania, Illinois, Indiana, New York, Texas, and North Carolina (over 500,000

.ch).

In '965: rh independents had :T)6.8 billion of plant investment and $1.7 billion

of revcne. Only 144 of he in-1rpondents, however, had more than $1.0 million revenue

%woe

There are about 50 independent companies with common stock publicly held, but only

abo 2 dhzen ;he..; are sufficient in size to interest large investors.
il

As a result of ecquisition and rargers among in'1ependents, the number of ren-

Bel co-monies s: .clinee from a17'out 5,000 in 1955 to about 2,400 in 1965. The need

to r6-ennnizo to irprove eificiency and provide -lhe better service demanded by cus-

te-:ms has bL.,n the primary force behind the increasing concentration. The large

plant imvestneni r.,nnired for conversion to dial systems, for instan':e, was often too

he,-_vy a -Hnancipl burden ior the s 11 companies to assume. With the :oming of more

sophisticated commlnications faciities, such as electronic switching, the trend may

accalerate in future

A by-product of thes.:.mergers has been the ;oration of the indepandent "system,"

a number of operating ccm)anies, often widely scattered, controlled one holding

company. These "systems" not only have the advantage of greater financial resources,

11 Clark, Podqe, & Co., Telephone Utility Industry, March 15, 1966, p. 4
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but also are less reactive to adverse regional economic changes. Dominant among

these holding companies is General Telephone and Electronics, which accounts for nearly

half of the independents' total (Table and also engages in extensive manufacturing

activities. Other systems, all considerably'smaller than General Telephone, include

United Utilities, Western Power and Gas, Continental Independent Telephone, and Mid-

Continent Telephone. Among the larger individual operating companies are Rochester

Telephone, Hawaiian Telephone, Carolina Telephone and Telegraph, and Intermountain

Telephone.

III. MARKET CHARACTERISTICS: SUPPLY CONDITIONS

The demand and supply characteristics of the telephone industry explain why it

has becomc. a public utility and the regulatory problems connected with establishing

"just and reasonable" rates.

A "Natural" Monopoll_

For two reasons the telephone industry is basically a natural monopoly--an

industry in which it is most efficient for one supplier to produce the total market

supply. First, the greater the number of subscribers conocted through the switch-

board of one company, the more valuable is the service to any one of the subscribers.

That is, telephone service is best when all subscribers are connected to ,a single

switching system.

Second, the telephone industry is potentially an increasing cost industry, i.e.,

an increase in the number of subscribers involves greater fixed and operating expenses

per subs::riber and, therefi,re, higher costs per unit of service. lncrelsing costs

may be attributed to the following factors:

(I) As telephone systems grow larger, they generally need to furnish hither quality

service. For eample, the demands of subscribers in metropolitan areas are much more

complicated than those in rural communities.. An urban exchange generally contains a

great deal more expensive equipment than smaller communities.
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(2) For each now line added to the system, each of the lines already conn)cled must be

connected to the new line. Thus, new to installation augments the cor..plexity

of switchboards and the number of exchanges.

(3) flainienance expenses increase with additional subscribers; in general, maintenance

expenses average h.eher in larger citie_, than in-smaller communities.

Long-Rcn Decreasing Costs. Over a long.period of time, increasing cosi tendencies

have been offset by technological improvements which have made tine communie:tions

network morn oficient am
12

! hence have reduced unit costs. Those cost -savin.1

improvements have oriuIneted out of the laboratories of both the Bell System

pendencs. Am,)(g the improvements in the last decade and a half ,:,hich have contclbuted

to decreasing costs are the following:

I. [he rorlacernt of the .traditional wire and cab:o for vo: , and wrirten

communications with coaxial cable facilities. When the first commercial coaxial

cabie was ii,stalled in 1926, it could carry 480 simultaneous conversat:ons which was

at that time nottina short of spectacular. Recent technological improemcnts in the

coaxial cable, hey/ever, have made it possible to carry on s many r.5 32,003 simultac,ecus

conver-ations.

2. Tivi stem', and long coalirwed program of replacing mgnually o;',.ratL 1 switch-

boards with dial eguip;.-ent in local exchanges, coupled with the introduction of °Ice-

tromechanicLii switching equipment for long-distance operations. Today, most dorestic

telephones are Cial cpercted for :ocal calls, while 87 percent cf the L.!: Systedi is

equipped for direct disftnce dial:ng. More than half of a:I long-dis ence cells are

dialca straighl throug,1 in a few. seconds' time. :n the majority of ciaos, the

calling number is also automatically recorded, so that it is unnecessary for an opera-

tor to request it for hi:ling purposes.

12
Strictly speaking in the sense that economists use the term, decreasing cost

industry is one in which.an increase in the size of plant produces tla economies cf
cost. Economies arising from technological improvements over the coLrse of time are
not included in this category. However Labeled, these cost reducing factors are
significant.
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S. 1he installation of new electronic switching (now in 12 cities, including

De-troll) to replace present electromechanical switching facilities.
13

Operating

economies derived from this important technological achievement are expected et least

to match those derived from the conversion to dial operations. Electronic switching

.ystems will also permit abbreviated dialing of frequently called numbers and automatic

transfer of cask To another number.

lesearch and Development. The telephone industry spends large sums annually on research

and developmeril in order to improve and expand communications service and at the same

time hold dov:a opr.rating CO5TS.
14

It wasn't long ago that the telephone system was

cmhosed cf lhousand..-, of local exchanges filled with women who answered to lhe name,

"Central." Foch offiCe was an entity to itself, connected to other offices by a

few strands of wirc capabio of trarimittinn only voice and telegraph information.

long -dislonce call had to be relayed from office to office, of tern requiring a h7,,if

hour or more for completion. Today, the system is a complex mass of wires, circuit:,

and eables, best described-as a continent-wide computer. Highly efficient, it is

capable of transmitting information not only in the forcer of voice, but- also in the

form of c:ata rvid picture--c ither alternatively or simultaneously.

13
Electronic- switching was first installed on a regular basis in 1965, after both

the A.T.T. and the independnt segment of the industry tested experimental installa-

tions. Th: complyle chanoc:over to E.S.S. may require about $21 billion of now invest-
ment on the parl of A.T.&T. alone and take about 35 years.

14
`he research and dwelopment data provided by McGraw-Hill is riCI released for

the tolophono industry because it would De revealing confidential information abour
the American Te1cphone and Telegraph, which represents about 95 percert of the indus-
try total. According to Charles F. Phillips, Jr., The Economics of Regulation
(Richard D. Irwin, In':.: Homewood, III., 1965), p. 671, the Bell Lab' have an annual

budgel of approHmotely 1350 million. Of this amount, $80 million co' es from the A.T.&T.
(45 percent from the license contract payments, and 55 percent from the Long Distance
Department), 180 million from Western Electric, and the remaining 1,I9C million from the

goverr-ent for mili1ary research and development. The $350 million spent by the Bell
Labs compares with $120 million spent by the steel industry in 1965, /?0 million by the
non-ferrous metals, $242 by the; drug and medicine industry, and 1360 pillion by the
petroleum refining industry.
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In days past, only wires wore used for telephone communication. Today, transcon-

tinental microwave radio systems are beinci used as an alternate means of providing

circuits for long-disrance telephone transmission. Such ,Tircuits have the capaoity

to handle 6,000 telephone corm.:rsations simultaneously or six television programs.

Moreover, they can transmit the voice farther, faster, and clearer than over the wire.

In the near future, laser light beams
I)

appear to have important possibilities for

carrying telephone cal Is, data, and pictures in areat quantities perhaps ten thousand

times more than can be handled over coaxial cable or microwave systems today. More-

over, they are believed capable of trpnsmitting the voice clearer and farther than by

any previous method.

The bulk of the res(.:arch in the telephone industry is carried on by Bull Telephone

Laboratories of the A.T.U. and the C'eneral Telephone Electronics Laboratories of

G.T.EL1.
6

The Bell Lab is responsible for the discovery of the transistor and development

of Teistar. The G.T.F. Laboratories has done major work in laser technology. Over the

years, the smaller, independent companies have also initiated many important technolo-

gical developments. The first practical dialing system, the headset, selection ringing,

autahatic toll ticketing and direct operator dialing for long-distance calls were all

introduced by independents. In 1962, a subsidiary of Continental Telephone, one of

the small independent operating companies, opened the first electronic exchange on

commercial basis.

Because the telephone industry has a very fast mcving technology it communications,

obsolcsccn,:e is an importart structural problem of the industry. Rapid obsolescence of

equipment constitutes a large element of cost of new service. For exam lc, in 1965,

provision for depreciation by the Bell System amounted to 14.7 of gross revenne,

representing 5.1 percent of average investment in depreciable plant.

15
Laser stands for Lint Amplification by Stimulated Emission of R.diation. Because

of the an of laser devices to produce extremely harrow and concent-ated light
beams, it` waves can be contro:led in the came way radar waves arc regulated, and
these ar:: capable of transmitting Iona-distance signals.

16Standard and Poor, Telephone Industry Survey, April 28, 1966, pp. T-I0 and T-II.



Large, Fixed Investment. The telephone industry requires large capital investment in

the form of physical plant and expensive,durable equipment. Total investment of the

A.T.8T. in 1965 stood at more than $33.5 billion--larger than any other company in the

world. In addition, it was adding an additional $3.9 billion into new plant and equip-

ment (approximately 11.1 percent of its gross plant), a sum almost as much as the

Federal Government spent that year on all its foreign aid programs. One result of the

large capital requirement has been a low annual rate of capital turnover (the rate of

annual revenues to total investment) compared with other industries (Table 4). In 1965,

the magnitude of the Bell System's fixed costs amounted to approximately 59 percJ

of total revenue, as opposed to about 21 percent for manufacturing and about 46 percent

for electric utilities.
;7.

The financial problem of the telephone industry is one of raising large amounts

of money for fixed capital rather than frequent amounts of working capital. Financing

has been secured from sale 01 stocks and bonds and from earnings. Larger ; counts of

stocks have been sold to the public by the A.T.U. than by any other company. During

the postwar period, the Bell System accounted for 10 percent of all monies raised by

United States corporations, in terms of sales of stocks and bonds.
18

IV. DEMAND CONDITIONS

Diversity of Demand. One important demand characteristic of the telephone industry is

that consum-rs demand instantaneous and uninterrupted service, but at the same time

their demands for service differ considerably throughout the day. (Figure I) The

demand for service during the hours 9 a.m. to 6 p.m. is more than double that for the

hours 7 p.m. to 12 a.m. On the other hand, during the midnight hours ! c.m. to 6 a.m.,

demand for service is comparatively negligible.

17
The New York Times, May 28, 1966, p. 24.

18
Standard and Poor, Telephone Industry Survey, April 28, 1966, p. 1-13.
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TABLE 4

INVESTMENT IN FIXED PLANT REQUIRED TO PRODUCE $1.00 OF NET
SALES PER YEAR, VARIOUS PNDUSTRIES, 1940

Utility Industries

Class I railroads $6.13
Electric 5.80
Manufactured gas 4.53

Urban transportation 4.57
Natural gas 4.31

Mixed gas 4.08
Bell telephone system 4.06
Telegraph 3.38
Greyhound bus 1.40
Air lines .87

Other Industries

Antnracite and bituminous coal 2.70
Petroleum 2.50
Non-ferrous metals 1.90
Railway equipment 1.8
Iron and steel products 1.66

Chemical manufacturing 1.15

Tires and rubber goods .!2

Electrical equipment .19

Farm implements .45

Automobiles and parts .37

Aircraft parts .35

Retail stores .32

Meat packing .25

Source: Ernest R. Abams, The Product of the C)Ilar in Various T/pes of
Business," 35 Public Jtility Fortnightly_, June 21, 1945,.p. 795.
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12

In contrast to the sale of a commodity that can be produced and stored before it is

distributed and consumed, the telephone industry sells a service which must be consumed

as it is produced. Because of the nonstorability as well as monopoly of supply, the

telephone industry must have adequate plant to satisfy the instant and continuous

demand of customers during peak periods of the day.

Wide fluctuations of demand during the day influences the structure of the indus-

try in two important ways: (I) it creates the problem of large, unused capacity except

for pericd--, of peak demand and (2) it aggravates the reed for large fixfd capital

investmert, since capital equipment must be sufficient to meet peak loud needs. The

need to utilize plant as fully as possible, and thereby reduce overhead costs makes

price discrimination highly attractive to the telephone industry.
19

19
THis will be discussed more fully in Part III, under Structure o- Rates.
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Elasticity of Demand. For most people, the telephone is considered a necessity. Even

if (-ales shuuid go up or it a business recession occurs, telephone customers are likely

to cut expenditures on other goods and services before reducing their outlays for

telephone services_ .Consequently, demand for basic telephone service is relatively

inelastic both with respect to,changes in telephone rates and personal income.

Studies have been made of the income sensitivity of the telephone industry to

dollar sales as compared, with othor utilities and industries. (Figures 2 and 3)

Figure 2 shows tht with The exception of the electric and gas utilities, the telephone

industry is less adversely affected by changes in income than all other industries.

This is true for both residentl-al and business usage of the telephone; demand for ser-

vice by both buyers and users is only moderately affected by fluctuations in general

business activity. Residential subscribers, who hold approximately 70 percent of the

telephones in service, have become too accustomed to the telephone to consider the

service a luxury. Commercial and industrial usage of the telephone also does not

decline appreciably unless curtailment in business becomes severe. During the mild

postwar recessions in 1948-49, 1953-54, 1957-58, and 1960-61, the telephone industry

showed itself relatively immune to cyclical declines in business activity. The

growth trend in revenue and net income continued to mount during each of these recession

periods.

Nevertheless, Figure 3 shows that demand for long distance service is more sensi-

tive to income and price change than is demand for local service. The long distance

service shows considerable variations in revenue over the business cycle, while local

service saes arc comparatively stable. Long distance revenues also show greater

sensitivity to rate changes -han local revenues. For example, there have been three

major rate reductions in long distance calls since !959, and in each case the volume

of long distance rates increased markedly following the reduction of rate. In fact,

the $100 million long distance rate reduction in 1965 was followed by a 12 percent

increase in long distance messages over 1964. On the other hand, local service rates

have climbed steadily upward in recent years, but because of an inelastic demand for

-90-
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such service, local revenues have not declined significantly.
20

Demand Growth. The telephone industry has been one of the outstanding growth areas

of the American economy. In the 1954-64 decade, this growth was considerably more

rapid than that of the economy as a whole, as shown in Table,5 below:

TABLE 5

COMPOUND ANNUAL GROWTH RATES, 1954-1964.

Category Percentage Growth

2.

Economy as a whole
Population
Gross National Product

(Constant Dollars)
FRB Index of InchAtrial Production
Corporate Earnings

Telephone Industry
Operating Revenues
Plant Investment
Number of Telephones
Daily Conversations
Net Income

1.7

3.6
4.4

6.2

8.3

9.2

5.3

5.5

11.9

15, 1966, p.Source: Clark, Dodge & Co., Industry Review Service, March

The underlying factor for this rapid growth has been an expanding population,

the growing propensity of individuals to communicate with each other, the geographical

dispersion of United States Industry, the increasing mobility of people, and the great

emphasis on research and development by the telephone industry. The expanding afflu-

ence of society has also contributed to the growth of industry in recent years. For

example, the rise in personal income has resulted in the number of res:dential exten-

sion phcnes more Than tripling to 15 million during the twelve-year period 1953-1965.

20
Cr.:,wth in dmi-Ind f'7r telephono service may also bt.: a contributipg factor.
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Although growth of the Bell System has been short of spectacular in the pst

two decades,21 tho indoDondont telephone companies. on the whole, have fared rela-

tively better than the Bell companies, as shown in Table 6. In part, this reflects

the fact that the indenerdent companies operate largely in suburban and rural areas,

which have experienced a higher rate of growth than the urban areas, where the

Bell System is dominant. It is also indicative of the fac-r that most of the indepen-

dents have lagged behind the Bell System in providing the most modern equipment and

techniques. During the "catching up process," independent growth has been and probably

will remain faster than that of the Bell System.

TABLE 6

CO!v.PARATIVE ANNUAL COMPOUND GROWTH RATES OF THE INDEPENDENTS
AND THE BELL SYSTE11, 1954-64 AND 1959-64

Category

Bell

Compound Annual Growth Rates

System Independents

1954-64 1959-64 1954-64 1959-64

Number of telephones 5.2% 4.5% 6.0% 5.8%
Average daily converL;ations 5.1- 4.7 7 I

6.5

Plant investment 8.7 7.9 13.1 11.7
Operating revenue 8.0 6.9 11.0 10.6
Net Income 11.7 8.3 13.1 13.3

Source: Clark, Dodge & Co., Industry Review Service, March 15, 1966.

The elephone'industry has reached n relatively high saturation of telephones

in this country. In 1965, there-Were about 50 telephones per 100 population in the

nation. As recently as 1957, this figure was 37 per 100. Industry fore:est to 1970

21
Bell System telephones increased nearly 3 1/2 times, and Iona distance

conversations more than 4 1/2 times during the period 1955-65.
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indicate the proportion rising to nearly 60 per 100, reaching 120 million phones in

service. By the year 2,000, it is anticipated there will be more telephones than

people.

The Bell System has been approaching a saturation rate faster than the telephone

industry as a whole. It is now serving 85 percent of all households in the area

where it operates as compared with 50 percent for the industry as a whole. This

means that in the near future, the A.T. & T's basic market--"the telephone business"- -

will be completely saturated. The executives of the A. T. & T. have been aware of

the problem since the middle 1950's and have attempted to offset the potential slow-

down in growth by expanding the telephone industry horizontally instead of vertically.

As one A.T. & T official expresses it, "this means selling the U.S. corporations the

idea that the telephone system can be used for far more than just telephone calls.
22

Today the Bell telephone system no longer provides only the simple service of

voice communication between two telephone instruments that characterized its opera-

tions in the past. Instead, it now provides such diverse telephone services as

computer data;, fascimile-photograph transmission, and television signals, in order

to meet the growing need for fast, reliable,convenient and accurate transmission of

all forms of communication.23 The fastest area of growth haS been the field of data

communications., For example, some 45,000 business-data processing machines were

connected by hone lines in 1965, compared-with 15,000 in 1964. By 1970, the volume

of data transmissions -- "machine talk" is expected to equal or exceed toe of "people

talk." It is the expansion of the Bell System into the data processing Elpplications

which has brought them into direct competition with many of the communications carriers,

notably Western Union.

22
Wall Street Journal, Dec. 16, 1965, p..II. .

23
For.example, the A. T. & T. may provide a business With wide area telephone
service (WATS) which would permit the firm to make an unlimited number of
long distance calls to a particular area at a fixed monthly charge; it may

provide a business with a microwave communications system (TELEPAK) for bulk
transmission of voice and written communication; it may lease a long distance
"tie-line" between cities; or it may provide teletypewriter exchanges service

(TWX).



In summary, ciihough the year-to-year gains in telephone-instrument additions

may be at a slower rate in the future, additional stimulation to growth through new

services may well permit the industry to enjoy as rewarding a growth period in the

next two decades as in prevlousgnes. Aside, from the present growing market for

speedy flow of data, untapped markets exist for various new voice and fascimile

service, regular airline-to-ground service, expanded mobile-unit use, and trans-.

mission of educational material for classroom television.

Electric

'Gas

FIGURE 2

Income Sensitivity For Sales of Various Industries
(1929-1960 Average, Growth Trend Removed)
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Income Sensitivity for Sales of the Nontransportation Utilities
(1929-1960 Average, Growth Trend Removed)
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Change in Disposable Personal Income

Source: Gerald W. Grepper, "Sensitivity of Corporate Sales To Income Changes,"
26 Journal of Marketing, 1962, pp. 47 end 51. Reprinted with permission from
the Journal of Marketing, national quarterly publication of the American Market-
ing Association.
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LESSON I

Unit II
Ecercise I

ADAM SMITH'S INVISIBLE HAND:
THE EFFECTS OF COMPETITION

ON RESOURCE ALLOCATION

This is an exercise to test Adam Smith's claim that resources are
allocated to satisfy consumer wants if competitive markets are permitted
to operate free of government interference.

We will test this claim by studying the effects of changing tastes
and production techniques on two competing markets--cotton textile manufacture
and linen weaving at the end of the eighteenth century, when Adam Smith
wrote The Wealth of Nations. This was the time of the industrial revolution
in England when the use of power driven spindles and looms to produce cotton,
a new product in that day, had begun to revolutionize people's tastes as well
as the means of producing cloth. There were thousands of skilled weavers who
produced linen in their homes on hand looms. On the other hand, hundreds of
cotton textile factories were being built to produce cotton. There was a lot
of competition within each industry, as well as between the two industries.

I. EFFECT OF CHANGING CONSUMER DEMAND

At first, when cotton became available, people were not used to using it.
It might even have seemed to be an inferior good. But because it was nuch
cheaper, tastes changed and demand for cotton increased at the expense of the
demand for linen.

To determine the effect on resource allocation of the new cotton industry,
trace the chain reactions of buyers and sellers in each market to this change
in demand.

a. What is the immediate reaction of the two markets to the increase in
demand for cotton and the decrease in the demand for linen? For each of the
following variables, state whether they increase or decrease.

Variable

PRICE

PROFIT AND/OR LOSSES

AMOUNT OF CLOTH
SUPPLIED BY EACH
BUSINESS OR WEAVER

In the Cotton Industry In the Linen Industr

b. What happens next in these two industries? How would producers react
to these changes in profits?

-- I



c. What will be the long-run effect of this change in demand on
resource allocation? Compared to the original value of each of the
variables, what can you predict about the long-run changes?

Variable

# OF FIRMS OR MASTER
WEAVERS IN THE INDUSTRY

PRICE OF THE CLOTH

PROFIT RATE

AMOUNT OF INPUTS USED

In the Cotton Industry In the Linen Industry

2. EFFECT OF CHANGING SUPPLY CONDITIONS

Assume that a new, even more efficient power loom is invented for
use in the cotton textile industry.

a, What immediate effect will introducing this ma,:hinery have on the
cotton textile industry?

COST PER YARD OF COTTON PRODUCED

PRICE OF COTTON

OUTPUT PER DAY PER COMPANY

AMOUNT OF COTTON SOLD

b. What effect will these changes have on the linen industry?

PRICE

QUANTITY SOLD PER WEEK IN THE
.MARKET

PROFIT RATE

c. Compared to the conditions existing before the new loom was intro-
duced, and assuming no other conditions change, what is the long-run effect
of the improved technology?

Variable Cotton Industry Linen Industry

NUMBER OF FIRMS

QUANTITY OF
PRODUCT PRODUCED

317



J. EFFECT OF COMPETITION ON RESOURCE ALLOCATION

a. In these cases who ultimately determines what is produced?

b. 'What factors determine how goods and services will be produced?

c. To whom will the output be distributed?

d. What would be the effect on resource allocation and consumer
choice of government protection of linen weavers by placing
a tax on cotton?

e. What: would be the effect on resource allocation of monopoly in
the cotton industry?

aw 3
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UNIT II
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FRAME 1

Market--what does that word mean to you?

Right away, most people think of a place where things are bought and
sold, such as a supermarket or a produce market where truck farmers
sell fruits and vegetables.

If you go to Europe, you'll still find cities and towns with a market
square in which farmers, tradesmen, and merchants set up their stalls
for business. A market in this sense is a place where suppliers come
to sell and customers come to buy.

But "market" is another of those words that an economist has to define
with care because he wants to measure certain things in connection with
it. For his purposes, a market is definitely NOT a place.

Here's his definition of the word:

a market is the total number of people 'who buy and sell a
particular Rood or service in competition with each other.

Note that a market is a collection of people who do certain things.

Which of the following is a market as defined
by an economist?

All people who...

(check one)

A. Shop at supermarkets

B. Compete in buying and selling a good or service

C. Manufacture a particular good

D. Sell a particular good or service

B. All the people who compete in buying and
selling a good or service.

4-
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A market involves people-buyers and seller!-:.
And as they buy and sell, what are these
people doing?

Answer: They are competing

E a
If you look at the advertisements in the daily paper, there'!; n',t
much doubt that sellers compete.

For example, midweek, you'll find supermarkets competing; weekend
you'll find department stores competing; almost any time you'll f1(...i

auto dealers competing.

When dealers or stores are competing for mere
customers, what tends to happen to the price
of the product?

(check one)

(a) It drops

(b) It rises

(a) Whtr, sellers compete, the price tends to fall.

....i

FRAME 4

Supermarkets, department stores, auto dealers, and most oche:: ne/-. ,,,;
who advertise regularly tend to compete by offering products at a
price (on the goods or services advertised, at any rate.)

There's no doubt that maul compete.

But do buyers compete?

They certainly do.

Think about what happens when there is a shortage of some go:d that
body wants. Suppose, for example, that there is suddenly a great s-
of gasoline.

(continued on the next page)



FRAME 4 (continued)

With a limited supply, how would competition
becween buyers affect the price of gasoline?

(a) Higher Prices

(b) Lower Prices

(c) No Change

(a) The price would go up--in a hurry.

With gasoline hard to get, a boy might say, "There's this
girl and I've mt to take her to the show Saturday night.
I'll pay 50 cents a gallon."

A commuter might say, "It's tough getting to the train
station, so I have to drive to work. Give me the gas,
and I'll pay 55 cents a gallon."

A farmer might say, "I use gas to drive my electric power
generator. Without power, I can't run my milking machines,
my pumps, and all the rest, and I'll be ruined within a
week. I've got to have gas. I'll pay 60 cents a gallon."

FRAME 5

So, while seller competition brings price down, buyer :umpetition, for the
available goods, forces price up.

Buyers and sellers, busy competing and thereby affecting price, make up a
market.

See if you can define market the way the economist does:

(in your own words)

A market is the total collecr!.on of competing buyers and
competing, sellers for a particular good or service.



Because they are made up of people--coTpeti competing sellers--
markets tend to have geographic boundarie, e,.;en though the are no longe7
specific places.

Depending on the location of t:nose who c:u-:2ete ;n buy!,1g and selling, we
classify markets as national, reional, br 3oc11.

As an example of a national market, rakc, iob5ters. la

these days of rapid transportation, yo:4 can buy 1-11em rr:,:tauraats

over the country. There are only a few f,ompeuzIg selle;:s--and they arc_
located in the East. But their mArluet 3.s n;:tiowil becau:;c buyers sit uve_z

the country compete for the av,idiable

A hundred years ago, the market for New :sfigiolid.

Lobsters was:

(a) National

(h) Regional

(b) Regional

A hundred years ago, lobsters might have made it
fro::: Now England to. say. New Ywk (ghiptind h;
rdil), but that' about as mach (0.: the ,T,nntry as the

they' have covetred. The competing buyers and the
competing sellers would all have beet; wo-bin a
limited geographic region.

FBAKE 7

Are the follovr.1:. .:Lets national, ruginual, or Hcd1?

(a) Dairies serving the northern of a state.

(b) Shoe repair shops surv-ing c12u1. me.r.:1 Living
within several blocks of their locations.

(c) California lumbr companies cutting aad sawing
redwood which is sold all over the United Stages

(d) Laundromats.

_7_
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(a) Regional

(b) Local

(c) National

(d) Local

FRAME 8

Economists, like other scientists, like to be precise with their definitions.
For their purposes, it would be very nice if we could say that the geographic
boundaries of a market include absolutely 100 per cent of the competing buyers
and the competing sellers of a good or service. In real life, we have to settle
for a little less than that. We say:

Whether a market is national, regional, or local is determined
by the size of the area that includes virtually all of the com-
peting buyers and the competing sellers of a particular good or
service.

In other words, the market boundaries describe aq area which includes most of
the competing buyers and most of the competing sellers.

FRAME 9

If all the sellers of a particular product are in
one small part of the country and all the buyers
are in every state of the union, what kind of
market would exist?

(a) National

(b) Regional

(c) Regional or Local

(d) Local

(a) National

The answer has to be "national" because the
area in which the buyers are found is nation-
wide--even though the competing sellers are
in a single geographic area.

Remember, the total number of both buyers and sellers in competition with
each other make up a market.

(continued on the next page)



Whether a market is national, regional, or local, is determined by the
area in which most of the competing buyers and competing seller;, of the
good or service are found.

Altrough practically cal the people in the c.-Anitry

consume bread, which geographic area generally best
describes the fresh bread market?

(a, National

(b) Regional

(c) Regional or Local.

(di Local

I(c) Regional or Local

IThe bread market is regional or Local, depending
Ion the distribution area of the bakery. Even the
"chain" bakeries bake and distribute bread within
ia region.

FRAME 10

A baker in San Francisco competes only with bakers in the immediate area
he serves. His customers, (the competing buyers) may take their business
to a neighboring store if prices are right, but they certainly are not
about to travel to ChicaFc fer their bakery goods. yiliiaelL1y all of the

competing buyers and sellers are in the same local area.

The bread market c'etvnot be a national market because neither the sellers
nor the buyeL5 comp; on a natiou-wide basis, even though consumers of
bread are fou4d ;:hroughout the country.

Similarly, although women throughout the country
patronize beauty shops, the sale of beauty shop
services represents a
market. (National, Regional, or Local)

Local.

1---



FRAME 11

To detarmine whether a market 18 national,
regional, or local, you must ask:

Does the area include

the

for the good or service?

most/competing

FRAME 12

of

buyers and sellers

To say it another way: A market must include virtually all of the
buyers and sellers who compete and thereby affect the price.

FRAME 13

Say you have an uncle who lives in California
but who always goes to Detroit to buy his new
car. Does this mean that the market for auto-
mobiles is national?

(a) Yes

(b) No

(b) No

The market for automobiles is local--dealers serve
very limited areas, and just about everybody buys
an automobile fairly close to home. The local
market contains virtually all of the buyers and
sellers of the good. The few persons who go all
the way to Detroit to pick up a new car probably do
not affect the market price at all.

Now, consider these situations and see if you can decide whether the
market we're discussing is (1) national, (2) regional or local, (3)
definitely local.

(continued on the next page)



FRAME 13 (continued)

After each item, write in the market level that you
think applies:

(a) Cement can be produced almost anywhere, and it
is in demand almost everywhere. It is, however,
expensive to transport. Therefore, the cement
market is

(b) Ball clubs all over the United States compete as
buyers and sellers of major league baseball players.
This market is

(c) Vermont maple syrup is a lumberjack favorite in the
northwest, too; its sales represent a market that
is

(a) Regional or local.

Because transportation costs are high, cement is
sold in the area in which it is produced.

(b) National. (or even international)

Many clubs, spread all over the country, compete
against each other to sign up players. Players
all over the country compete for places on the
motor teams.

(c) National.

' Vermont syrup is produced in a single state, but
it is -' sale in grocery stores across the nation.

Again, what is the question you ask to determine
whether a market is national, regional, or local?

Does the area include

(in yolx awn words)

"Does the area include most (v!rtuoll' Ali) of
the competing buyers and sellers fox 't gaol
or service?"



(DRAFT COPY - - -FOR RESTRICTED USE ONLY)

UNIT II ProgrFm # 2

CYBERNETIC SYSTEMS

Program Objectives:

Given examples of systems that are primarily non-economic, the student
will distinguish between those which simply provide information and
those which are cybernetic.

Name the characteristics of a cybernetic system (i.e., standard, process,
measurement, and feedback loop). Synonyms are acceptable for all except
"feedback".)

FRAME 1

The word cybernetics (sigh-ber-NFT-icks) may be new to you. It comes
from a Greek word meaning "helmsman" and it is the name of an emerging
science rlich studies how organisms (especially people), devices, and
even organizations use information to adjust their actions.in order to
attain a desired goal.

As you might expect, a cybernetic system is a system which contains
the means to steer or guide itself to some specified goal..

A simple example of a cybernetic system is the familiar home-
heating systems. controlled by a thermostat. The thermoStal includes a
device to measure the heat of the room. When the room. 'temperature fal15-
below a selected level, the thermostat turns on the heater. When the
temperature is restored to the selected level, the thermostat again
takes over and turns off the heater.

The desired goal in th.s example might be, "Maintain temperature
at 72 degrees." The system includes not only the heater but -the--
mechanism to measure the temperature and control the heater, as necessary
to maintain the desired temperature.

If your hand touches something hot, it jerks away.

Is this an example of a cybernetic system?

(check one)

(a) Yes

(b) No

(a) Yes

This human reflex action is an example of a cybernetic
system in action. Your sense of touch flaished_a
message to your brain that the object being'touched
was hot, probably too hot to be handled-safe-1r: -The
information waspromptly channeled to muscles which
jerked your hand back out of harm's way:

12
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FRAtiE, 2

A girl is making a skirt. She pins up the hem and then tries on the
garment. She decides rhat the hem dips too low on one side, so she
repins it.

FRAME 3

, Js this an example of a cybernetic system?
Give a reason for your answer.

(check one)

(a) Yes

(b) No

(a) Yes

This is a cybernetic system. The girl is using
information to adjust her performance so that
she can attain her goal. She pinned the hem,
checked it, and, on the basis of what she saw,
decided that it needed correcting.

Decide Length

Pin Hem

8)

Decide Length

Pin Hem

FRAME 3 (ccatinued on the next page)

}ti

One convenient way of
describing a series of
actions is to draw a
flow chart of the kind
that computer programers
use.
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FRAME 3 (continued)

FRAME .4

Mich diagram on the previous page correctly
illustlates the process of adjusting the lentth
of the hem as a cybernetic system?

(check one)

(A)

(B)

Diagram B shows a cybernetic system

Decide Length

Pin Hem

,Check Hem

Repin Herr

Sew Hem

Decide Length

Diagram A simply shows the steps of .-w,justing th( Diagram B,J h. rir:

on the other hand, presents the :.ceps In the corm of cybernetic system--a
system which builds in a procedure for gathering information (about errors in
the hem) and then using that information to attain the desired goal (a skirt
of ,the, desired length).

If this is not clear to you, consider what happens if, after repinning the hem,
the girl finds that the skirt is now too short. when she checks again she is
going to find that further adjustment is needed. Diagram A makes no allowance
for this. It does not depict a cybernetic system.

As you look at the tiro diagrams, what is the chief
difference between theta?
(space provided for answer on the next page)

14
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WRITE YOUR ANSWER HERE:

Diagram B includes the same steps as Diagram A,
but Diagram B also shows a DECISION STEP (diamon
shayed). The DECISION STEP requires you lake a
judgment as to whether to proceed to the next step
(sewing the hem) or to back up and try again.

FRAME 5

Diagram B in the last frame includes
the diamond-shaped "decision box" plus
an arrow depicting a "feedback loop."

It is feedback which distinguishes
the cybernetic system from a simple
description of a seri2s of step:.

Without a feedback loop, you do not
have a cybernetic system.

Is a car's gas gauge an example of a
cybernetic s7stem?

(check one).

(a) Yes

(b) No

15
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(b) No

The gas gauge provides information, but it
does nothing with the information. There
is no feedback from the gauge the fuel sys-
tem. You can run out of gas and the most
that the gauge will do is register.nzero."

FRAME 6

Here is a diagram of a cybernetic system from which the feedback loop has
been omitted. It shows, in simplified form, the process followed by a
candy-maker.

Candy will! 1 Heat
be done at __A ingre

72600 client

J

Candy will
be done ac

2o0

Use
Thermo-
meter

Remove

Tempera- ':es from
ture 2600/,' hat

Draw and label the feedback loop.

--->

feedback loop

NI
-------1 r____ .

Heat I Use
lngtel -,)Thermo-

1

dient meter

no

Tempera- Yes. -

Remove
fromture 2657-
hr-atN ? ,--

. ..

,....

FRAME 7

Is a wrist watch an example of a
cybernetic system?

(check one)

(a) Yes

(h) No
16



(b) No

A wrist watch simply provides information.

If something is to be done with the infor-
mation, other elements must be added to th
system--perhaps a person who will make a
decision that something must be done at a I

certain time.

FRAME 8

A watch or clock are not examples of cybernetic systems. They pr &vide infor-
mation, but they do not react to the information.

Let's consider the flushing mechanism on an ordinary toilet cistern. When
the tank is emptied, water flows back into it via a faucet. The faucet is con-
trolled by a lever to which is attached a float. As the water level rises in
the tank, so does the float and so does the position of the lever. Eventually,
the float rises the lever to the point where the faucet is turned off. The
water ceases to flow into the tank.

Is this flushing mechanism an example of a cybernetic system?

(check one)

(a) Yes

(b) No

(a) Yes

The float "reads" the water level and
so long as Lie level is less than
desired, water continues to flow into
the tank.

I7
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FRAME 9

Let's say that the plumber who installs the
cistern seas the float so that the Lancet
will be closed when the water in the tank is
six inches deep. He hooks everything up and
turns on the water.

lAlater level set
at r) iucilQs 1

Sec if you can complete the unlabeled parts of
the flow chart at right. In addition, complete
the arrow showing the feedback loop 1

' Yes

Watcf flow_
stops

Your flow chart should look
like the one shown here.
Your own words are acceptable,
provided the meanings are about
the same as those given. The
important pare is the feedback
loop, linking the decision box
and the proc'ce.s. So long as
the water is less than six
inches, water continues to
flow.

pacer Jove/ set
1 at 6 inches

islater flows .

.-om faucet

Yes K ,

FRAME 1 :)

later now

The feedback loop--the "steering" or "error-correcting" portion--is an
essential part of any cybernetic system. It has been present in each
example we have considered.

Three other elements have also been present in each example:

A STANDARD:

A PROCESS:
MEASUREENT:

The goal to be attained by the cybernetic system,

wh7,r the'qoal is stated so that it can b- mflasur,d
Tht m,:ans by which we expect to attain the goal.
Thc device or myans by which we check our progress
toward that cloal.

FRAME 10 continued on the next page



FRiME 10 Continued

Here,.again,_is_the candy.7.making example.
Circle and label: (I) The Standard;
(2) The Process; (3) The Measurement.

----77775717k loop

Candy will
be done a-

260
0

Heat

Ingre-
dients

Use

)1Thormo-1

meter

no

Yes

Tempera-
.s`sure 265/,'

?

Remove
from
Heat

Candy will
be done at

3600

STANDARD

\ 11HcaL
,

i, livre-

L
dients

------I

feedback loop

.1
Use.

Thermo-
meter

IMOCESS MEASUREMENT

c no
<7")

Yes

Tempera-
ture 2600,

Remove
from

Heat

FRAME 11

fire - or fall ?

In 2 cvh rn::t i c syst m, w comnar what exists (thi; r'sult of

what h-s hannenud durin5 the Process) with what we want (the

Standard). If th v ar not thf, same, w go bock to the Process

and make what v r furth..r changes arc nt.:eded.

(a) Tru;

(b) Falsfl

(7)

i9
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True or false?

FRAME 13

FRAME 14

A Standard must be expressed in a form which allows
us to detect whether it haSbeen attained.

(a) iTrue

(b) False

r(a) Truet

Is the following acceptable asa Standard in a cybernetic
system?

5 percent increase in gas mileage

(a) acceptable

ebY Not acceptable:

Explain your answer:

' (a) Acceptabl. In a cybernetic system for getting
increased mileage from gasoline used, the system
tests to see if performance has improved by 5

.percent. If hasn't, appropriate action is
taken.

1,

Is the following acceptable as a Standard in a Cybernetic
system created by a schoo' board? Better ,7c!)ools

(a) Acceptable

(b) Not acceptable

20



FRAME 14 (continued)

(b) Not acceptable.

FRAME 15

What's wrong with "better schools" as a Standard in a cybernetic
system?

A Standard must be expressed in a form which
allows us to detect whether it has been
attained.

Without more information, who's to say when a school is "better"
than it was? Will we accept that a school is better if new buildings are
added? Is it better if, say, a course in economics is added to the
curriculum? Is it better if higher grading standards are instituted?

"Better" is not specific enough. A Standard has to be measurable.

FRAME IC

Is the following acceptable as a Standard in a
cybernetic system?

Bigger portions for cafeteria meals.

(a) Acceptable

(b) Not acceptable

(b) Not acceptable -we hope you're not surprised
it's much more specific than the last example.
But still there's a question: How big is
"bigger"? If a cyberne4-ic system is set up to
ensure that bigger helpings are served, will it

be sufficient if an extra half -ounce of potatoes
is put on each plate? You could certainly measure
this. BJt lacking a more specific standard,
who knows if this is acceptable?

Summarize what has just been said by :ompleting this
sentence in your own words.

An accodtable Standard in a cybernetic system must

21



i-NAmt it) (continued)

Summarize what has just been said by completing
this sentence in your own words.

An acceptable Standard in a cybernetic system must

In briefest forr, a Standard must be measurable.

FRAME 17

'The feedback loop permits us to use the most recent information
available to adjust our actions so that we can achieve our goals. But

before we make use of the feedback loop we must:

FRAME 18

I. Specify what we hope to attain- -

set our

2. Go through a

3. Check our progress by means of

I. Standard (goal) 1

2. Process
3. Measurement

Name the four steps or elements of a cybernetic system.

22



It tcorHflu( ,;)

19

1 ]
!Jand.'r-d, Process, r .,p,urement, Feedback f(x)p.

Is it possible to have a cybernetic system which dot,,
not include all lour of the scup s or elument,)?

(h) No.

(h) No.

A r,yournelic sytem mu0, an a minimum, have all
four of thes elcment-, before it can he "self-

ring." It mu':,f include everything necessary
fcsr detecting what i., happening and decidinfl
wnether de5ip 'andard is being reached
or maintained.
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Slay in

I',.:rfL:r
1 _

'Th,,ervc i,ir's lano<------
IL. _ ._ ......pur.,. i .1 Lon__ _I

,..---
i':c. 7- in YCS\c

-.
.7

In tht. ,,hove flow 1(-)rf:

(a) Which elom,:nts of a cybernetic system are present?

(h) Does this repro suet a cybernetic system?

Yes/Nlo

(a) All four of the elements are present:
(li standard, (2) process, (3) measure-
meni, (4) feedback loops.

(h) Yes, this is d cybernetic system.
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CYBERNETIC SYSTEMS

Concludino Rernarkc

The last example was alittle more complicated than previous ones in
that it had two feedback loops. In th- view of some writers, it is more
truly a cybernetic system since if shos a continuing action which is an
essential part of the overall process (In other words, if the feedback
stops, the whole process of steering the car is apt to come to a sudden
crunching halt.) Our earlier examplcs, by contras*, included the elements
of a cybernetic system but the processEs described might be termed inter-
mittent; when the candy mixture reaches the desired temperature, for
example, the process comes to an end a.d wilt not start up again until
you decide to make candy agalr. On the other hand, the house thermostat
is an example of a system that operete; as long as the heater is turned

on. The thermostat is ar op-1-71-!ni mic)onical clevice which mmitors itself

constantly to control the furrace ant' room temperatu-e.

Wo do not need to get .:aught Lr in the subtleties cf these matters at
this point.

1

Our purpose nas been t-) introduce you to tre thought that in
a system of this type, t*:! parts ,Irc, interconnected to conmunicate and to

control the overall process. As yo. will see shortly, our economy can be
thought of as a giant .-ybernetle sv,ter, and iniiyidual markets can he
thought of as cyberneti- systems e, we JusT'as a the -mostat can be
thought of as 3 cybernetic system to regulate room temperature, a market

can be thought of as a cybernetic system to regulate the price and quantity

produced of a good.

Please turn to the criterion test.

1 If y)u wish to know more abcut cy)ernetics, try:

G. T. Guilbaud, What s Cybernetics? Criterion books,

New York, 1959.

Beer, Stafford, Cybernetics aod Management.
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CY ,;ERNEI IC

UNIT Il
Les.;on No. 1 C,11T Er; ION 'Ffitil.

J. Of the full,.,wing, viich are cybernetic system3?

al 0(a) T110 riming on o c;ech,2s dryer whicu turn;
.1,-poc-i fleet time.
' A ,..:,ur;:e in -ich -n Lhn.t you rep,:at the course.

to iLt a hoiu.
Turn :;:ignal 1,11.:1::in at you on an approaching car.
eadin'g 1)U A.

co:Ich iiu.tructions to team throughout a game.
S t t2 ;; '1:1;;C

.1:

(i) "stop" : in i.nLefsuctioa

Na:A0 the 1 of n }rhuretic

1.

2.

3.

4.

3. (BONUS QUEN)

ror one oi : ,y!.eiatic ...-;cems in clusticn 1 above, .aw a flow
chart idonti'yin :*(1 of the system:

1



UNIT II
Lesson No. 1

1 ( ), (t)). (( )

2. 1. standard
2. proce:is

3. me,Isuremc44;

4. fecCack

(f),

ANSWERS TO CRITERION TEST

(9)



UNIT II LESSON 2

PROGRAM

MODELS

This program briefly reviews two major points covered in the

motion picture and class discussion about models and then describes

in greater detail a further way in which economists use models.

When you are through, you should be able to:

1. List three characteristics that all models have;

2. Recognize the kinds of assumptions made in
constructing the idealized models used in
economics;

3. Describe how an idealized model is used.

,r,



3RAME I

Let's begin by picking up two points already discussed:

(I) Me two purposes for which models are used.

(2) The six steps involved in making a simple
model.

(check one)

(a) No problem. I remember them. Frame 2

(b) I'd like a fast review. Frame 4

FRAME 2

Fine. Here's a question:

What are the two purposes for which models are
used?

(a)

(b)

Models are used to

(a) explain

(b) predict

(check one)

(a) If your answers were wrong or
if you need some explanation Frame 4

(b) If you were correct Frame 3

3



FRAME 3

Here's another question:

What are the st-ps in making a simplc modal?

to Frame 5

FRAME 4

You need a review.

The movie was concerned with two uses of models. The
examples of one usage included the football play diagram,
the dress pattern, and the computer program for a space
shot. All of these models said what would happen in a
certain set of circumstances. They were used to
(what's the word?).

The models were all used to redict.

Another group of models included a street map and the
circular flow diagram seen earlier in this course. These
were used not so much to predict as to (what's
the word?).

The second group of models was used to explain.

The map explained the relationship of one street to
another, for instance. The circular flow diagram explained
the relationship of workers and indistry.

Since some models serve both purposes, we can say that
models are used to explain and/or predict.

to Frame 3



FRAME 5

These are the steps. Check your answer:

(1) Select observations from the real world

(2) Construct model

(3) Test to see if model explains/predicts accurately

(4) Revise model as necessary

(5) Test again

(6) Repeat steps (4) and (5) until model explains/predicts
accurately

Your own words are acceptable, 'but your list should contain all
the steps and have them in the correct order.

(a) If your answer did not meet these
standards Frame 6

(b) If your answer was satisfactory Frame 7

FRAME 6

One way to recall the stages in making a model is to
think through the stages of making the dress pattern. The
test ci: whether the pattern was a good model was its
ability to predict that a dress would fit if cut according
to the pattern.

In making the pattern, the girl used a "cut and fit"
method. She made the pattern and then tried it against
her. When the pattern seemed right, she used it to make
a dress. The dress didn't fit (the pattern had not
predicted accurately), so she changed the pattern and
tried again. This time the dress did fit. These were
the stages:

(1) Select observations Take measurements
from real world

(2) Construct model First attempt at pattern

(3) Test to see if model Try pattern for size
predicts accurately

(continued)
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FRAME 6 (continued)

(4)r^-"-- -c.1%,, ....v.,..= w ueL Fix pattern; make dress

(5) Test again Try on dress

(6) Repeat (4) and (5) Dress doesn't fft; so amend
as necessary pattern, cut material for

amended pattern

Try on new dress

It fits. Pattern predicts
accurately.

When you are sure you can list the steps
from memory Frame 7

FRAME 7

We have already said what the uses of a model are. Using
that information, indicate with a check mark which of the
following are models?

(a) A well-behaved child

(b) A street map

(c) A girl who displays new clothes

(d) The equation E = MC2

(e) A traffic light

(f) A new home at the entrance to a housing tract

For the correct answer, go to Frame 8

-1
3 6-



FRA.ME 8

The uses of a model to which we referred are that ir
explains and/or predicts.

With that as a yardstick, the following are models:

(b) A street map

(d) The equation E = MC2

None of the others listed is a model, at least not in
the way we have been using the word.

(check one)

(a) If you want to see why the other
answers were wrong Frame

(b) If you are ready to go ahead Frame 10

Frame 9

The remaining four examples were not models in the sense
in which we have been using the word. That is, none of them
is used to explain and/or predict.

It's true, however, that three of them are often call.!d
models in another sense -- they are examples or samples of
a particular species. However, that is not_ what we are
looking for here.

As we have discussed it so far, the test of a model is
whether it exlairsarclicts.

to Frame 10



FRAME 10

We have noted that one characteristic of a model is that it
explains and/or prediet6. OL, Lu pul it. another way, one of the
tests of whether something is a model to ask, "Does it explain
and/or predict?" This describes what a model does; it explains
and/or predicts. But what is the relation between a model and the
thing the model explains and/or predicts?

Models have two more important characteristics. Perhaps you
have remembered them from the movie?

Following are same of the models which were shown in the
movie. In what ways are they similar?

- Diagram of a football play

- Dress pattern

- Street map

- Circular flow diagram

- Mathematical formula

(check one)

(a) Give me a hint to get started

(b) I think I've got it

Frame 11

Frame 13



Frame 11

You need a hint. So here nrr a rryipla of lutact.irsnc

ask yourself:

(1) Do any of the models listed look like the thing
they represent?

(2) Do any of the modeis tell yc,li anything aocrit the
position, shape, c).- role of one part with respect
to another?

(check one)

(a) I'm still stumped

(b) I think I've got

rrame 12

Frame 12

You're smart to admit_ it if you're stuck.

Frame 13

_J

fi

Perhaps you recall that in the movie we made quite .1

point of the fact that in constructing a model we make a
selection of observations from the real world. We do not
take all the information available. Instead, we ese only 05
much as we need to show how one part fits with another.

The word we used to describe the simplication that comes
from using only selected observations was abstraction, a word
meaning "to 61..aw from" or "separate".

The amount of information used was sufficient to show
relationships -- the position and role of each player in
the football diagram, the relationship of worker and
industry in the circular flow diagram, and so on.

So these are the qualities we hoped you would find in
the examples of models:

- They are all abstractions

- They all show relationships

Please go ahead to Frame 13

ri) 0



FRAME 13

All the "w401° h ':s th,.s^ things in csmmsa:

They are abstractions (that is, they are simplifications
of the real thing; they are unlike the real-life objects
or concepts they portray).

- They show relationships. (The football diagram, for
instance, shows where the players must be in relation
to each other if the play is to succeed; the dress
pattern shows the relationship between the measure-
ments).

So now we have three characteristics of a model:

(1) It explains and/or predicts

(2) It is an abstraction

(3) It shows relationships

Try tz, remember these three characteristics. They sum
up all we have said so far about models. When we test
whether some object or idea is a model, it has to meet
all three of these standards.

Go to Frame 14

FRAME 14

Without looking at the last frame, write down the three
characteristics a model must possess.

(a)

(b)

(c)
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The three characteristics of a model are:

(a) It explains and/or predicts

(b) it is an abstraction

(c) It shows relationships

FRAME 15

The models considered so far in this course have been fairly
simple. The want-satisfaction chain and the circular flow model
used in Unit I explain important economic relationships in diagram
form. Their main purpose is instructional; they visualize the
relationship between important concepts to help you remember them.
The cybernetic system diagrams you worked with in the as lesson
are also models. They describe how a system performs its
function and show the feedback mechanism in the system which
permits it to correct itself automatically.

In this Unit we introduce a new way of using models in economics,
a way that combines the uses of the simple "explain" and "predict"
models for a new purpose. The models we will develop will enable us
to compare an ideal situation (the way the model works) with
conditions as they exist in the real world.

We call these models idealized models, and we will construct and
study idealized models of two different kinds of markets: perfectly
competitive markets and perfect monopoly markets. The adjective
"idealized" is used to describe perfect competition and perfect
monopoly to emphasize that the markets described by the models are
not real. One definition of idealized you will find in the
dictionary is, "capable of existing as a mental concept only,
imaginary." Perfect competition and perfect monopoly are ideal
because they are imaginary and have exact characteristics which
are stated. by the model builder.

An idealized model, like other models, is an abstraction -- a
simplification of reality. The perfect competition and perfect
monopoly models you will study are simplified by making assumptions
about the competitive conditions that exist in the market and
about the way in which buyers and sellers make decisions. We
assume that:

- "Perfect" or "ideal" conditions exist -- that everything
works just the way we have stated, with no exceptions,
whether or not these conditions could exist in real life.

31-



FRAME 15 (continued)

- All decisions are made by a "model man" who, given alternatives,
will always make the choice that brings him maximum economic
benefit. He is completely rational.

We can take an example of "pure conditions" frau the model you
will study next, the model of a perfectly competitive market. In

it, we assume that (i) there are many producers of a commodity; (ii)
all produce an identical commodity; (iii) there is complete "freedom
of entry" into this business -- it costs nothing to start and there
are no obstacles to starting up.

Do these three conditions describe conditions in the real world?

(a) Yes

(b) No

If your answer is "yes," can you think of an example?

(c)

(b) The three assumptions, taken together, do not fit
the real world. The real world is rarely that tidy. An
industry such as wheat farming fits the first two assumptions.
But the third condition (freedom of entry) assumes too much
for reality; it takes money and know-how to become a
successful wheat farmer.



FRAME 16

Why set up these "perfect conditions" of the idealized model if
they do not fit the real world?

The economist uses perfect conditions much as a physicist
conducts experiments in a vacuum, to study how a thing operates under
controlled conditions. This permits him to remove from an
investigation some of the factors that might effect the outcome.

Once we set up a model of perfect competition we can study how
the market operates under these perfect conditions. That is, we
can explain or predict how buyers and sellers will compete under
the perfect conditions set up in the model. We can predict what
effect this competition will have on how resources are allocated
to satisfy wants. The two idealized markets permit us to study the
effect of competition between buyers and sellers in the two extreme
sets of conditions;: complete, perfect competition between thousands
of buyers and sellers; complete, perfect monopoly where there is
only one seller and thousands of buyers.

Having studied the way the model markets operate, we can hope
to learn more about how things happen in the real world by comparing
actual competition with the predictions of the model:

- We may be able to see how the real world falls short of the
controlled or "ideal" world of the model.

- We may be able to eliminate events which do not truly affect
economic outcomes. (For example, we might say, "It cannot
be this group of things which caused this event to happen
because my model, which does not include them, also predicted
the event.")

- We may be able to identify factors which could be changed to
affect the real world in some desirable way. (We might say,
"When I do thus-and-such to the model, it causes these
events to happen. Perhaps the same thing would happen in
real life.")



Let's pause a moment and have you decide what words are missing
in this

When an economist wants to compare an ideal

situation with the real world, he prepares

an model. Then, in an

effort to identify important relationships in the

real world, he the

model's predictions with real events.

When an economist wants to compare an ideal situation

with the real world, he prepares an idealized model. Then,

in an effort to identify important relationships in the real world,

he compares the model's predictions with real events.

FRAME 17

The second assumption made in an idealized model is:

- All decisions are made b5 a "model man" who is perfectly
rational; given alternatives, mill always make the choice
that brings him maximum economic benefit.

Question: Let's say that in an economic model we are told simply
that a businessman can step up productivity by beating
his workers. Will he beat them?

(a) Yes

fb) No
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(a) Yes, he will heat them, No doubt about it. We
must assume that the model man will always make the choice
that brings his maximum economic benefit. Lacking informa-
tion on the longterm effects of this policy, you have to
assume that he will step up production by beating his
workers.

Just as the model market is not a real market,
the model man is not a real person. You might not want
him for a friend, but he is consistent. His decision is
the logical one for the rules under which he operates.

FRAME 18

Why does the economist use a model "economic" man in market
models? One basic reason is that using an idealized person who is
perfectly logical and completely committed to economic gain permits
us to predict his behavior in any situation.

So, we assume that the buyers and sellers in the model markets
are perfectly rational and only interested in getting the greatest
possible economic gain. What good does it do to predict the behavior
of someone who isn't real? There are two reasons:

1. We want to find out how close consumers' and businessmen's
and workers' decisions and actions are to that of the
model man.

2. We are interested in figuring out what completely rational
decisions would be in case real people want to make
rational decisions themselves. Then we can advise
businessmen what decisions to make in order to make the
most profit. When you are deciding on a job or what to
buy you can figure out the decision which will give you
the greatest satisfaction.

to Frame 19



FRAME 19

You may wonder why an economist uses models and how it helps
him to base his model on an unreal, idealized world.

The reason for using models is simply that, unlike many other
kinds of scientist, an economist cannot conduct experiments in
many of the matters that interest him.

So instead he uses a model. He uses an idealized model
because he has set up the rules or conditions about how the market
operates. This helps him to see what happens when events are
uncluttered by the complexities of the real world. The purely
logical idealized model helps him to understand the real world,
and it may show him how the real world should operate to achieve
certain goals.

to Frame 20

FRAME 20

Let's review a few key points.

Models are used to explain and/or predict. How else does an
economist use models? (Write your answer).

to Frame 21

An economist also uses models to compare an idealized
model with the real world. He does this to try to learn how
closely the model predictions are to behavior in the real
market.

Your answer can be in your own words, but it should at
least contain the words underscored or others that mean the
same thing.

If you did not get it right,
you'd be smart to review from Frame 15

If your answer was satisfactory Frame 21

tip #



FRAME 21 (Review)

Of the following statements; which, if anyo are acceptable

assumptions on which to base an idealized model?

(a) All business decisions are approved by
government.

(b) Government has no control over business.

(c) Either of the above.

(d) Neither of the above.

(c) Either are acceptable assumptions on which to base
an idealized model. You can make up any conditiot;s you went.

This is not to say that either assumption is
necessarily true or reasonable. It merely means that in
order to study some aspect of economics we might say, We

will start by supposing that..."

to Frame 22

FRAME 22 (Review)

Here's another example to consider:

A worker has a choice of two jobs. One is in the town in
which he lives, the other involves a move to a distant city. He

wold setter off financially if he moved. His wife is urging
him to stay put, however. She wants to be near her ailing, aged
mother, and she wants their son, now in his senior year, to
graduate from the high school he has attended for 31/2 years.

In an idealized model, is there any doubt
about which job the worker will take?

(a) Yes Frame 23

(b) No Frame 24



--]
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FRAME 23

You think there is some doubt about which job the worker
will take?

It looks as if we have not made something clear.

In real life, there might well be some doubt about what
the worker would do. He would balance the appeal of the job
against the wishes of his family. Probably he would consider
many more things than are presented in the problem -- the
cost of moving, the prospects of the two jobs, and so on --
before reaching his personal decision.

But in an idealized model, most of this doesn't count.
We assume that given a choice, he will pick the alternative
that promises the greater economic benefit. Since the desire
of his wife and son are given no economic value in the
problem, they do not affect his decision. The economic
man will go where the most money is.

Please return to Frame 22

FRAME 24

You say that in an idealized model there is no doubt about
which job the worker will take?

In that case, which one will he pick?

(a) The lower-paid job in his
present town Frame 25

(b) The higher paid job in the
distant city Frame 26

3 5
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You say that he will take the lower-paid job in his
present town.

Perhaps you feel that the wishes of his family are
more important than finIncial gain?

In real life, you might be right. But real-life
decisions like this are never simple. Even if you had a
lot more information, you might not be able to be sure of
your prediction. (In fact, the more information you had,
the more uncertain you would probably be:)

But in an idealized model -- and that's what we are
considering -- your answer is wrong. The rules of the
game say that we can be quite sure that people will always
make the choice that offers the greatest economic benefit.
In this problem, the job which promises the greatest
economic benefit is simply the one that pays more. All

we are told is that the out-of-town job will leave the
worker better off. But that is enough. The feelings of
his family have nothing to do with the issue.

Please return to Frame 23

FRAME 26

You're right.

In an idealized model, the worker's decision is simple. He

seeks the maximum economic benefit. The out-of-town job pays more.
That's the one with maximum economic benefit. That's the one he
will pick.

In real life, a man might find this a very difficult decision
to make. In an idealized model, as we said earlier, the choice is
uncluttered by the complexities we have to face in real life. The
decision is made simply on the basis of economic benefit.
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UNIT II

(DRAFT COPY---FOR RESTRICTED USE ONLY)

Lesson 3

Program
LINE GRAPHS

The purpose of this program is to train you to use line graphs. You
will learn four things:

(1) What line graphs are and why they are useful,

(2) how to read a line graph and how to describe it;

(3) how to compare two graphs,

(4) when it is permissible to compare graphs.

FRAME 1

In discussing Efficiency, we had a number of tables in which we showed
how Output varied with changes in Input. The tables showed a relation-
ship between output produced and input used in production.

The changing values of related variables (as we call any measurable
thing whose measurement can vary in amount) can also be shown by "draw-
ing a picture" In the form of a line graph.

Like other kinds of pictures, a graph can sometimes be worth a thousand
words. At a glance, a graph can show us relationships between variables
which otherwise may take many numbers and a lot of intetpreta.ion to
discover.

Before you can cake advantage of graphs, you have to know a few special
terms and ideas. Most of these terms and ideas are probably not new to
you, but we want you to review them so that you can use them correctly.

Please go to FRAME 2

3



FRAME 2

Company A

input 7 output
(man-days) (castings)

1 20

2 40

3 60

4 80

Output
(castings) 60 I.

40

20

I 2 3 4

Input (man-days)

Above, is a table of the kind you have seen before and a graph on
which we can depict the same information about the variables.

The variables here are called Input and Output. We have indicated
by a single dot the values of one pair of variables, Input = 3 man-
days and Output = 60 castings.

On the sane graph, place a dot for the pair of variables, Input =
2 man-days and Output = 40 castings.

FRAME 3

11... "Rep MID

4

(a) If you feel that you understand, go ahead to
FRAME 5.

(b) If you do not understand this answer, do the
next frame.

You feel that we did not explain enough. Very well, let's try it
from a different direction.

FRAME continued on the next page



FRAME 3 (continued)

Tmsag4na that you're in the town of Trcesville, standiug outside City
Hall (see map below). You want to get to the bus depot at the inter-
section of Orange and Third Streets. Since you've never been in
Treesville before, you check your map:

S

MII W
M

4.1

st
4.1
tr,

Bus
il ..

ity

all

Persimmon

Orange

Nectarine

Main

There are several ways of reaching the bus depot, but the simplest

and most interesting would probably be to walk three blocks east on
Main Street and then two blocks north to get to Orange.

You want to go to the Post Office on the way to the bus depot. The
Post Office, says a passing resident, is on the corner of Nectarine

and Second.

(a) On the map, put a dot to indicate the location
of the Post Office.

(b) You could get to the Post Office by going along
Main for (how Many?) blocks, and then

(c) along
blocks.

(what street?) for (how many?)

(a)

W±E

0 4.,

...I

V
CNI

.0
M

.4
st Ln

1
Bus
Depot

1O-

41
City
gall

Post
Office i

(b) Two
(c) Second, one.

ersimmon

range

ectarine

ain



FRAME 4

On the map of Treesville, we were able to see that by moving three
blocks cast (horizmiallyi and two blocks north (vertically), we
would come to an intersection at which the bus depot was located.

We can do the same thing with a graph.

Company X

--
Input

.

Output
(man-days) (boxes)

1 10

2 25

3 40
4 55

Output 60
(boxes)

40

20

1 2 3 4

Input
(man-days)

Starting at zero (lower left corner), if we move three units of Input to
the right, and then move upwards two divisions to the line representing
40 boxes on the Otitput scale, we come to a point which is the intersection
of "3 input" and "40 output".

The one point represents both values.

If we put a dot anywhere else on this graph,
does it also represent two values?

Yes.

From any point on this graph, we can read
downwards to get a value on the horizontal
(Input) scale, and we can read sideways
for a value on the vertical (Output) scale.

Company X

Input I Output
(man-days) (castings)

1

2

3

4

10

25

40
55

Output
80

(castings)

60

20

0

1 2

COMPLETE THE GRAPH BY PLOTTING THE POSITION OF THE OTHER DOTS
AND THEN JOINING ALL OF THE DOTS WITH A SINGLE LINE.

4

Input
(man-days)



FRAME 6

Output
(castings)

80

60

40

20

Input

2 3 4 (man-days)

Output
(castings)

80'

60

40
20

0

1 2 3 4

v

Input
6 7 8 (man-days)

In this graph, the points are joined by a straight line which rises from
bottom left to upper right.

One of the characteristics we can describe for this line is it's slope.
(Slope means here the same
side--the steepness of the

The line connecting points
a straight line, as in the
with constant slope.

Output

as it does when you are walking up a mountain
rise or fall.)

on a graph is called a curve, even when it is
graph above. A straight line is simply a curve

0 Input

Which statement is true of this curve?

(a) The slope is constant.
(b) The slope is continually changing.



(b) The slope is continually changing.

At bottom left, the slope is very steep.
As we move to the right, the curve becomes
almost horizontal.

FRAME 7

In describing the slope or gradient of a road or bill, an engineer always
compares the amount of vertical change with the distance run. For example,

he might say, That hill has a one in three gradient," and he might write
it 1/3 or 1:3. He means that the hill rises one foot for each three feet
of horizontal travel, like this:

3 feet

1 foot

We do the same thing in describing the slope of a curve; we divide the
vertical change by the horizontal change.

Price
(cents)

I 2 3

This shows a slope of

(a) 3/4
(b) 4/3

Ounces of
4 Candy

(a) 3/4

(Three units of vertical change for each
four units of horizontal change.)



J'RAME 8

Output

0 Input

We have just defined slope as "the change in the vertical scale divided
by the change in the horizontal scale."

FRAME 9

Slope
Vertical change

Horizontal change

In the graph above, we calculate slope by dividing
the change in input/output by the change in

(select one)
input/output.
(select one)

Slope
Change in OUTPUT

Change in INPUT

Number of Hippopotami
born at Pittsburg Zoo

0
1 1

In this graph,

Slope
Change in ?

Change in ?

Tons of Cabbage fed
per month



Slope =
Change in NUMBER OF HIPPOPOTAMI

Change in TONS OF CABBAGE FED

FRAME 10

It doesn't matter what the variables are in a graph -- Input-Output,
Demand-Price, Cabbage-Hippos, X-Y, or anything else --the formula
for slope compares the same two things:

Slope =
? Change

? Change

Slope =
VERTICAL Change

HORIZONTAL Change

Output
(castings)

Change
in

Output 60

40

80

20

0 3 4
Input

(man-days)
Change

in

Input

Here's a graph which shows that when Input is increased from 3 man-days
to 4 man-days, Output goes up from 60 to 80 castings.

What is the slope of the curve?

Slope =



Slope =
Vertical change 20 castings

20

Horizontal change 1 man-day

FRAME 12

As you have seen, we may be able to tell, simply by looking at a curve,
that the slope is greater at one point than another. Using the slope
formula, we can say how much it changes.

Output )

(cartons) 50

40

30

20
10

0
1 2 3 4 5

In this curve, we can see that the slope is shallower at high amounts
of Inputs than at low amounts.

Input

(man-days)

Input
(man-days)

Output
(cartons)

1 20

2 30

3 40
4 46

5 49

6 50

Calculate the slope for

(a) an increase in Input from 1 man-day to 2 man-days.
(b) an increase in Input from 4 man-days to 5 man-days.

Vertical change
Slope =

Horizontal change

(a) When Input rises from 1 man-day to 2 man-days,
Output rises from 20 cartons to 30 cartson.

Change in Output 10

Slope = = = 10
Change in Input 1

(b) When Input rises from 4 man-days to 5 man-days,
Output rises from 46 cartons to 49 cartons.

Slope
change in Output 3

change in Input 1

=3



FRAME 13

Weight

(lbs.)

40

30

20

I0

0 1

2 4

Diagram A

6

Weight
(lbs.)

40

30

20

I0

height 0
8 (feet) 2 4 6

Diagram B

height
8 (feet)

Above are two straight-line curves. If you examine them, you will
find that they seem to have the same value for slope.

But plainly they do not tell the same story. For example, one rises
from left to right, the other falls from left to right.

In one case, an increase in height is related to an increase in weight
in the other, an increase in height is related to a decrease in weight.

In which case is an increase in height leading
to a decrease in weight?

(a) Curve A

(b) Curve B

Curve B



FRAME 14

Weight

(lbs.)

40

30

20

10

0

2 4 6

Diagram A

Weight
(lbs.)

40

30

20

10

height 0
8 (feet) 2 4 6

piagram

height

8 (feet)

There's a way to tell the difference between the slopes of these two
curves. We can do it by looking at the change in weight in each case.

If Input changes from 2 to 4:

In Curve A, weight changes from 10 to 20, or + 10 (plus ten)
In Curve B, weight changes from 30 to 20, or - 10 (minus ten)

For Curve A, the slope is + 10/2 -c= +5

FRAME 15

For Curve B, what is the slope?

Vertical change -10

Slope of Curve B = = -5

Horizontal change 2

Important: note the minus sign!

The sign of this
slope is positive.

X

The sign of this slope
is negative.

Note that this time we have labeled the horizontal scale X and the vertical
scale Y. This is a form of mathematical shorthand and a convenient way of
talking about all graphs.

(continued on the next page) 3 7
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FRAME 16

FRAA=1.7_

FRAME 18

Y

0

Study the graph and then complete this statement:

When the value of Y increases as the value of X increases,
the sign of the slope is positive/negative.

(select. one)

positive

This is an example of a negative slope because when
the value of Y decreases, the value of X increases/
decreases. (select one)

increases

When computing the slope of a negative curve, such
as the one in FRAME 16, you must remember to place
a minus sign/plus sign in front of your answer.

(choose one)

minus

X
Which curve

Y

(a)

1111:1111
111110

0 MUM x
shows constant negative

.4

Y

(b)

0

slope?
X

check one)



FRAME 19

0

(b)

VON- which curve %s 1l slope a
larger positive number for bigger values of Y?

(a) 11110110M1

LIMN
111111111111111111111

(check one)

(a)

%

(b)



FRAME 20

011111111111111
11111111111111111111111

0111111111111iniaziumssumzimo

111111111111.:411

ourammmo&ammo

The curves above are numbered 1, 2, and 3. Answer the questions below
by writ'ng Cie appropriate number in each blank.

(a) Which curve becomes less steep as X increases?

(b) Which curve becomes steeper as X increases?

(c) Which curve does not change its slope as X
increases?

(a) 2

(b) 1

(c) 3



FRAME 21

Y (a) Y

12 12

10 10

8 8
6 6
4 4
2 2
0 0

(b) Y (c)
12

10

8
6
4
2
0

1115M111111111,

50 100 150 200 50 100 150 200
Et,e..11 cP Q.Ory `1-1-1 Q sal0c..)C
Ch 1%1(3115 Incvs (As. C VP Ed,

See if you can calculate the slope of these
three curves.

FRAME 22

Slope for curve (a):

Slope for cruve (b):

Slope for curve (c):

(a) -.05

(b) .06

(c) 0

0

Above are two curves drawn on the same graph.

(a) The sign of the slope of these curves is
positiveLlrAtiat.
(select one)

(b) The curve with the steeper slope is
Curve A/curve B.

(select one)

(c) The curve with the greater change in Y
for any change in X is Curve A/Curve B.

(select one)

3.'5

50 100 150 -200



(a) positive

(b) Curve A

I(c) Curve A

FRAME 23

The steeper the
for a change in
responsive is Y

FRAME 24

curve, the greater the change in Y that is produced
X. Or, as we say, the steeper the curve, the more
to a change in X.

In the graphs at right,
which curve shows Y as
more responsive to a
change in X

Curve A

Curve B

Curve B

Output 40
(cars per day)

30

20

10

Y

0 10 20 30 40 50 60 70 80 90
Outside J.empe,-.:.tprl

(- p)

Answer the following questions about the graph above.

(a) Calculate the slope

(b) Output is (very/not very/not at all) responsive to
a change in outside temperature.

(c) There is/is no relation between output and temperature.

-CI-



FRAME 25
Price

5

4

3

2

0

(a) 0 (output doesn't change.
Zero divided by any number is zero.

(b) Not at all

(c) is no

-11

Quantity
Demanded Price

25,000

3,000

$1.75

$5.00

10 20 30 40 50

Quantity demanded in 1000's

Put a check mark against any statement that is true.

(a) When the price of a record is $1.75, the
number records sold is 25,000.

(b) When the price of a record is $5.00, the
number of records sold is 3000.

(c) There is a negative relation between the
price of records and the quantity people
will purchase - that is, at lower prices,
there will be a greater number of records
sold.

(d) Quantity sold is responsive to price changes.

All of the statements are true

) ";1
t) , .



FRAM 26

6

5

4

3

2

0

'6%
lY/

C

POP

LASSICAL

10 20 30 40 50

Quantity Demanded
(in 1000's)

Demand for Records

This graph shows demand for two kinds of records, classical and pop.

(a) For which kind of records is price more responsive
to a change in quantity demanded?

classical

pop

(b) For which kind of record in quantity.demanded more
responsive to a change in price?

classical

- pop

(a) classical

(b) pop

This tricky. It is
the opposite.

-6.3-

3?



FRAME 27

FRAME 28

When we say that quantity demanded is more responsive to
price for pop records than it is for classical records,
what do we mean?

(a) Higher prices have less effect on quantity bought
of classical records than they do on sales of pop
records.

(b) A lower price does more to boost quantity bought
than it does for classical records.

(c) Both of the above.

Both of the above.

Throughout the range of prices, quantity
demanded for classical records changes less
than does the quantity demanded of pop
records.

Temperature
(c7)

100

90

80

70

60

50

0

01111BSZ111
1111111111111111=2111111

100 200 300 400 00

Quantity Demanded (cones)

Which of the following curves is most likely to depict
the relation between the temperature and the sales of
ice cream cones on the above graph?

A

B.

B.



Temperature
(°F.)

1 1

) 1

FRAM 29

Quantity Demanded (cones)l

In your own words, complete the following
statement:

The sales curve for ice cream cones shows
that the hotter the day

(In your own words). . .

the hotter the day, the more ice cream
is sold. Eventually, however, the quan-
tity demanded increases only slowly, pre-
sumably because there is a limit to how
many cones people will consume.

F 30

We have just seen how a line graph can give us a picture of the
relationship between the quantity of ice cream bought and the
temperature.

What is it in the graph that describes how
two variables are related?

(a) The squares caused by the intersecting
lines.

(b) The slope of the curve.

(c) The size of the graph.



(b) The slope of the curve. 1

The advantage of a line graph is that you
can show the relationship between two variables...

(a) very slowly and in great detail.

(b) at a glance.

(c) which could not be discovered otherwise.

(b) at a glance.

The main purpose, then, of a line graph is to

give a picture of the

between two

relationship

variables

In fact, that's what a line graph is.

A line graph shows the quantitative

relationship between

two variables



(a) The curve to the right
shows the quantitative
relation between

and

output
per dAy

(b) Check the statements below which give a correct
description of the quantitative relationship.

(1) it is positive

(2) it is negative

(3) As input is increased by a certain
amount, output increases but by
smaller and smaller amounts

(4) There is a decreasing positive slope

(5) There is an increasing positive slope

(6) There is a constant slope

(c) What explanation can you give from what you have
learned about production for this kind of quan-
titative relationship between these two variables?

Labor input
per day

(a) input and output.

(b) 1, 3, 4.

(c) In your own words:

The Law of Diminishing Returns. More and more
labor produces smaller .ad smaller increases in
output because some other input is fixed.



FRAME 35

Temp.

(°F.)

Temp.
( °F.)

120 120

100 100

90 90
80 80
70 70
60 60

0
10 20 30 Sales (S)

per week

Diagram A

C:14111111
111101111
1111\0

1111110
11 111111

11 111111
10 20 30 Sales ($)

per week

Diagram B

Here are graphs showing the amount of money taken in by two vending
machines. One curve represents ice cream sales and the other sales
of hot coffee.

Which curve shows coffee sales?

(A)

(B)

(B)

(Sales of hot coffee are likely to decrease on
hot days, especially when ice cream is available.)

FRAME 36

In the last example, we used
separate graphs for ice cream
and coffee.

But could we have put both
curves on one graph, as at
right?

(a) Yes

(b) No

_Cg,

3>,".1

Temp.
(°F.)

120
100
90
80
70
60

0
!0 20 30 Sales ($)

Per week
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FRAME 37

We can compare two curves, whether drawn separately or shown on the same
graph ONLY WHEN the variables are the same and they are drawn to the same
scale.

Price

Dia1ram A

Quantity
bought

Price

Diagram B_

Quantity
bought

Examine the two graphs above carefully; then, determine
if the following is a true statement.

In the graphs above, Curve A has a steeper slope
than does Curve B.

1101.

(a) Yes, it is true.

(b) No, it is not true.

(c) Can't tell.

(c) Can't tell.

You don't know what units of measurement are
used for measuring quantity bought. Thus the
quantity bought might be measured in hundred,
of tons in one graph and number of items in
the other. Also, there are no numbers on u
scales, so we don't know whether the
are the same on the two graphs.

1



FRAME 38

Price
ft1Y/

Sc

40
30

20

10

0

FRAME 39

(I)

1 2 3 4 5 6
Quantity
sold
(in 1000s)

Price
(II)

(v)

WINEMOM
10111

111111111110 Quantity
1 2 3 4 5 6 sold

(in 1000s)

500
400
300
200
100

0

Do curves I and II have the same slope?

(a) Yes

(b) No

(c) Can't tell

(b) no

The Variables (price and quantity sold) are
the same. But this time price scales differ.
In graph I, if we look at the slope for a
change in quantity from 2000 to 3000, the
slope is

change in price/change in quantity

= -10/1000 = -.01

For graph II, the slope is

-100/1000 = -.1

Before we can use simple visual inspection to compare two curves, we have
to be sure that, a) they both represent relations between variables measured
by the same unit of measurement, and b) the two-measurement scales (both
horizontal and vertical) are the same for both graphs.

Could we put these
two curves on the
same graph and
compare them?

(a) Yes

(b) No

Price

$4

3-

2

1

0

Price

Supply $4

3

1

200 400 600 8.0 1000
Quantity

supplied books

-7c

emend

200 400 600 8.0 1.00
Quantity

demanded books



(a) Yes

The variables and the scales are the same.

Thus, it is important to remember that you should
be ci,reful in using a graph to compare two curves
unless . . . (complete the sentence)

. . . the variables and the scales are the same.

(in your own words)



UNIT II
Lesson No. 3 P,^gr..m

CRITERION TEST

In the following questions, fill in the blanks to complete the sentence,
showing calculations where necessary, and circle the correct word or
letter in those cases where you are given a choice:

Y

12

10

8

6

4
2

( A )

Price

$ 1.50
1.25
100
75
50
25
.00

10 20 30

(D)

X

Y

6
5

4
3

2

0

( B )

X
50 100 150

Price

7 1.50

25
1.00

.75

.50
.25
.00

(E)

8
40 80 120 40 80 120

20 60 10020 60 100

Quantity sold /
week lb.
candy

Quantity bought /
week gallons
of milk

( C )

Total Cost

$60
50
40
30
20
10
0

40 80 120 Total output
hr. lb.
candy

Price

1.50

1.00
1.00

.75

.50

.001

(F)

9
40 80 120

20 60 100

Quantity bought /
per week lb.
candy

1. Curves 1 and 2 in Graph A show that as X increases, Y
that is, they show a positive/negative relation between X and Y.
Another way of saying the same thing is to say that the slope of the
curves is

2. Curve 3 in Graph A shows that for any value of X, Y equals
Describe in words the relation between X and Y which is shown in Curve 3.

3



CRITERION TEST (continued)

3. in Graph A, give the values for Y as indicated below:

(a) when K = 20, Y = for curve 1
(b) when X = 20, Y = for curve 2
(c) when X r, 20, Y = for curve 3
(d) when X 30, Y = for curve 1
(e) when X = 30, Y = for curve 2
(f) when X = 30, Y = for curve

4. Determine the slope of each of the three lines in Graph A usinp, the
formula: slope of curve = change in Y

change in X

(a) slope of curve 1 =
(b) slope of curve 2 =
(c) slope of curve 3

5. In Graph A, curve has the steepest slope. Y is more

responsive to change in X in curve

6. In Graph 3, compute the slope of Curve 4 and Curve 5:

, slope of curve 5 =

slope of

7. In Graphs C through F, circle whichever of .curves (6) (7) (8) (9)
a negative slope.

8. In Graphs C through F. cire'le whichever of curves (6) (7) (?) (9) shcw
that as X increases, Y increases.

9. In Graphs C through F, circle whichever of curves (6) (7) (8) (9) sh
that as Y increases, X decreases.

10. In Graphs C through F, which of the curves show a tendency for the slope
to get less steep as the value of X increases?

11. In Graphs C through F, which of the curves show a tendency for the
to get steeper as the value of X increases?

12. Circle which of curves (6) (7) (8) can be compared with Curve ((i,

13. Circle which of curves (6) (7) (9) can be compared with Curve (8

14. Write your definition of what a line graph is and say why line raph::

are useful.

3 )4 ri'm



CRITERION TEST (continued)

15. In graph B, the relation between X and Y iu both curves is
positive/negative (circle one). For curve 4, if = 3, X

; for curve 5, if Y = 3 , X . For
any value of Y, the value of X is greater on curve
The fact that curves 4 and 5 are parallel to each other
means that both have the same

16. What does the slope of a curve tell you about the relationship
described by the curve?



Unit 11
Lesson No. 3 Answers to Criterion Test

positive
positive

2. 4

Y is not responsive at all to X.

3.

4.

5.

6.

7.

8.

9.

10.

11.

12.

13.

(a) 10

(b) 7

(c) 4

(d) 14

(e) 9

(f) 4

(a) 4/10 = .4

(b) 2/10 = .2

(c) 0/10 = 0

1

2

3

1

=1/25

8,9

6,7

8,9

6,9

7,8

7

none

= -.04; -1/25 =

14. A line graph shows the quantitative relation between two ,:ariaoles.
The shape (slope) of the line describes how the two variables are
related to each other.

15. negative
50

100
5

slope

16. It tells you how much the variable measured on the vertical axis changes
for a unit change in the variable measured on the horizontal

3 zi



UNIT II

(DRAFT COPY---FOR RESTRICTED USE ONLY)

Lesson 3

Program A;

Defining Demand

FRAME 1

To show you how competing buyers and competing sellers estaliiish prices
and quantities sold, we are going to examine demand and supply separately.

A market, remember, is made up of both buyers and sellers, and they all
help to establish the price.

Buyers will pay so much for certain quantities.
Sellers will supply so much at certain prices.

Then, what is demand?

To start with, it's another of those words which economists use precisely,
so we have to be careful in defining it:

FRAME 2

Demand is the relationship between all
of the possible prices of a commodity
and the quantity buyers will take at
each price on a certain day.

Which of the following shows a demand as defined above?

A.

B.

C.

1-30-00 pairs of shoes

Price

$15

Quantity Demanded
(# pairs shoes)

2000

Price Quantity Demanded
(# pairs shoes)

$20 1500
15 2000
10 3500
5 6000

Demand is a relationship between:

A. Buyers and sellers; Prices of a product and
quantities demanded.

1



B. Prices and quantities demanded.

(Buyer-seller relationships describe a market.

FRAME 3

To state demand, it is necessary to show the whole relationshipthe
quantity buyers would buy at each possible price.

Demand can be described by using a table (called a Market Demand
Schedule) like this:

MARKET DEMAND
t

Ice Cream Cones

Price Quantity Demanded
(# cones)

10,

15

20

25

.30

500
250
150
100
50

In this local market, what is. the demand for
ice cream cones?

(a) 500 cones at 10 cents.

(b) 500 cones.

(c) 1050 cones

(d) The whole table.

(d) The whole table.

FRAME 4

Demand can also be described by a demand
curve. Here is a demand curve made from
the above demand schedule.

Prce

( $ ) 30

According to the curve, what is the quantity
demanded at 13 cents?

25
20
15
10
5
0

(a) 3 cones; (b) 300 cones; (c) neither (a) nor (c)

3.4

1 2 3 4 5 6
Quantity
(100's)



(b) 300 cones

FRAMES

MARKET DEMAND
Ice Cream Cones

Price Quantity Demanded
(# cones)

08c
10

15

20

25

30

6,000
5,000
2,500
1,500
1,000

500

Price (cents)

.30
.25
.20
.15
.10
.05
.00

1 2 3 4 5 6

Suppose that this is a demand schedule for a
larger ice cream cone market.

(a) Draw a demand curve for this demand schedule.

(b) At 12 cents, what is the approximate number
of cones that will be sold?

(a)
Price (cents)

.30
.25
.20
.15
.10
.05
.00

(b) 3,500 cones

1 2 3 4 5 6 Quantity

Cones (1,0001s)

FRAME '6

Think about the definition of demand that we have given you.

Recall what makes up demand. Would an
economist be likely to talk about "demand"
for a good or service that does not cost
anything?

(a) Yes

(b) No

Quantity

(1,000Is)



(b) N.

ThP way wa. loco the wird. umork..-u nA,.T-nd,1

we cannot. Demand is a price- quantity relation-
ship. Unless price is involved, we don't have
a market, we cannot have a demand.

FRAME 7

We said at the beginning that demand is another of those words which
economists use with care. To define it again as briefly as possible:

Demand is the price-quantity relationship, at each price..

When an economist uses the word "demand", he means this relationship.
If he wants to refer to anything else in connection with demand, he says
so.

FRAME 8
p

For example, he will say "quantity demanded" if
he means a certain amount that people will buy
at a particular price.

On a graph, demand is shown by

(a) the vertical scale

(b) the horizontal scale

(c) the curve itself

[ (c) the curve itself

On this graph:

Q

(a) which line is used to measure quantities demanded?
horizontal/vertical

(choose one)

(b) which line represents demand?



FRAME 9

FRAME 10

(a) the horizontal scale (or axis)

(b) D the curved line showing the
price-quantity relationship.

Demand is a
price and quantity.

relationship

Price

Quantity

between

Here's a typical demand curve. It shows the relationship between price
and quantity demanded. It is typical in two ways.

Check the graph and you will see that

(a) The slope is negative/positive.
(pick one)

(b) Price is measured by the Horizontalivei,_
axis. (pick one)

(a) Slope is atatim.

(b) Price is shown on the vertical axis.

3!J
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P

FRAME 12

Q

(B)

P

Which of the above represents a typical
Demand curve: (BE CAREFUL)

(NOTE: P often is used as an abbreviation
for Price, and

Q for quantity)

If you picked B, you were right as far as slope
is concerned, but wrong about the axis. Look
again. Although both demand curves B and C have
a negative slope (and it doesn't matter whether
the line is straight or curved), the axis are not
labeled correctly on B.

On this graph:

(a) draw a typical demand curve;

(b) label the axis which shows
quantity demanded;

(c) label the axis which shows
price

Q

Price (A straight-line curve is
also acceptable, provt.!
it has negative slope If
your answer is not r.-ect,

change it before pr, eding.)

Quantity demanded



FRAME 13

Price

Quantity
Demanded

On this graph, mark and label two points which show:

(a) high price and low quantity demanded;

(b) low price and high quantity demanded.

high

low

Price

low high

(Your points (a) and (b) need not
be exactly in these positions, pro-
vided you have them in the right
order. If your answer is incorrect,
please change it before proceeding.)

Quantity
Demanded

FRAME 14

To summarize:

The negative slope of the Demand curvy tells us that there
is, to say it in an official way, a negative relationship
between price and the quantity people will buy.

In a negative relationship, the nigher
the price, the lower/higher the quantity

(pick one)
people will buy.

lower



FRAME 15

This negative relationship between price and quantity isn't hard to see
in real life. For example, we tend to buy more strawberries in mid-season
(when the price is fairly low) than we do at the beginning of the season
(when the price is high). Or, considering it from the opposite point of
view, the automobile dealer hopes to sell more cars at the end of the
model year by reducing prices.

FRAME 16
orm

Why do we tend to buy less if the price of an item goes up?

(a) We can't afford it at its new price--or,
at least, we can afford less.

(b) We feel that the item isn't worth the new
price.

(c) Other things give more satisfaction for the
money.

(d) All of the above.

(e) None of the above.

(d) All of the answers given are examples of
reasons why we tend to buy less of an item
when its price goes up,

The change in the quantity demanded that goes along with a change in
price is explained by something called the substitution effect We
don't have to delve.into all the complexities of the substitution
effect before we can get the general idea.

As the price of an item increases, we tend to buy less of it
and we substitute something else that gives more satisfaction
for the money.

See if you can complete this statement about what
happens when prices decrease:

As the prices of an item goes down, we tend to
buy more/less

(pick one)

and we it for something else

which can give more satisfaction for the same
amount of money.



more; substitute

FRAME 17

If the price of an item goes up so much that we

decide to buy another item in its place, this

is an example of the effect.

substitution

FRAME 18

There's more to the substitution effect than we've explained here,
but the general effect on a market .1.s that:

(a) as prices decrease, the quantity demanded

(b) as prices increase, the quantity demanded

FRAM 19

(a) increases

(b) decreases

The slope of the demand curve is

The demand curve represents a
relationship between price and quantity demanded.

negative

negative

2i

3



UNIT II
Lesson No. 3

1 Defire "demand."

PROGRAM
REVIEW

2. On this space:

(a) draw a typical demand curve;

(b) label the line that shows demand;

(c) label the line which indicates
quantity demanded;

(d) label the line which indicates
price.

3. A demand curve has slope.

4. The way that quantity demanded changes as price changes is
accounted for by the effect.

UNIT II
Lesson No. 3 ANSWERS TO REVIEW

1. (in your own words): Demand is the price-quantity relationship.
It is the relationship between all of the possible prices of a
commodity and the quantity buyers will take at each price on a
certain day.

2. Price
L_LLI_Li

Quantity Demanded

3. A demand curve has negative slope.

4. The way that quantity demanded changes as price changes is accounted
for by the substitution effect.



7

Program 6
DEFINING SUPPLY

FRAME 1

As you have seen, DEMAND is a relationship between prices and quantity
demanded at each price.

SUPPLY is also a relationship -- between prices and quantity supplied at
each price.

In the case of SUPPLY, however, the higher the price, the higher
the quantity supplied.

Would this be a market demand or a market supply schedule?

Price per
skateboard

quantity
(demanded or supplied?)

August, 1967

$ 6 850
8 820

10 780
12 . 732
14' 675
16 600
18 500
20 400
22 290

(a) market demand

(b) market supply

(a) Market demand schedule.



332

FPAMF 2

A market supply schedule looks like this:

Market Supply Schedule for Skateboards.
August, 1967

Price per
Quantity Suppliedskateboard

(1000's of skateboards)

$ 6 290
8 400
10 500
12 600
14 675
16 732
18 780
20 820
22 850

As you can see, the higher the price, the more/fewer

(pick one)
skateboards the manufacturers are willing to supply

at each price.

more

1



FRAME 3

A demand schedule and a sunoly schedule are similar in that both show:

(a) that low prices correspond to high quantity.

(b) relationships between prices and nuFmtities.

(c) negative relationships between price and quantity.

(h) relationships between prices and quantities.

FRAME 4

911T, the price-ouantily relationship evident in a SUPPLY schedule differs
from that in a DEMAND schedule.

In a supply schedule:

(a) The higher the price, the higher the
quantity supplied.

(h) The higher the price, the lower the
quantity supplied.

(c) The lower the price, the higher the
Quantity supplied.

1._

(a) The higher the price, the higher the
quantity supplied.



FRAME 5

Like the market DEMAND schedule, the market SUPPLY schedule is a model
of events occurring in the market at a particuiar point in time.

Market Supply Schedule for Skateboards

August, 1967

Price per

Quantityskateboard

(1000's of skateboards)

$ 6 290
8 400

10 500
12 600
14 675
16 732
18 780
20 820
22 850

When you draw a Supply curve for the above schedule, you are simply
putting the model into a different form.

Use the Skateboard Supply Schedule to plot the skateboard
Supply curve in the space below.

(Note: As in demand, price is shown on the verticai scale,
quantity on the horizontal scale.)

PRICE

20

15

I0

5

0
1 2 3 4 5 6 7 8 9 10

QUANTITY

('00,000's)



(FRAME 5 - continued)

PRICE

20

15

10

5

0

FRAME 6

OMP

N...

AIM

I 1

1 2 3 4 5 6 7 8 9 10 (QUANTITY)
(100,000's ).

What is the price-quantity
relationship shown by the SUPPLY curve?

(0) Positive

(b) Negative.

(a) Positive.

A SUPPLY curve has positive slope, showing a positive
relation between price and quantity--the greater the
quantity supplied by producers, the higher the price.

FRAME 7

Here's a quick check to see if you've got the definition of SUPPLY.

Is this statement true or false?

For the curve, just drawn, at a price of $10 the
supply is 500,000.

(a) True

(b) False

4 !..1



(FRAME 7 - continued)

(b) False.

The quantity supplied at $10 would be 500,000.
But Supply is the relationship between prices
and the quantity supplied at each price. The
whole curve describes supply.

FRAME Fl

Let us emphasize again: the market SUPPLY schedule and the SUPPLY curve
are a model of the supply side of the market at some specified point in time.
It's as though all the suppliers are saying in chorus: "Right now, with all
rf the conditions that affect the market, for any price you want to name,
these are the quantities we will supply.

FPWL 9

A SUPPLY curve from real life often
looks like the one at right:

The positive slope of the SUPPLY
curve tells us that sellers will
not increase the amount sold
unless the price is higher.

a

$

I

4

Why do sellers insist that the price must he higher if the
quantity supplied goes higher?

Diminishing marginal returns.

Pememher the Law of Diminishing Returns?

When one or more factors of production are fixed,
increasing output by increasing other factors of
production leads eventually to diminishing
marginal returns.

_cl_



..FRAME 9 - zontinued)

If you incr ase only some of the inputs, then equal steps of added input
hrinq about smaller and smaller additions to output.

Or to apply that to the case of a typical skateboard manufacturer, as he
tries to make more and more skateboards without increasing all of his input,
the cost of making a skateboard keeps going:

FRAME 10

(a) up

(h) down

(a) up. (If you would like to review the Law of
Diminishing Returns, return to Unit I, Lesson 2.)

One of these SUPPLY curves shows the effect of diminishing
returns on supply. Which one?

P

(a)

0

(b) (c)

s

0

P

(c)
P

0

The fact that the slope of the curve gets steeper at
higher levels of output means That cost per unit
increases as output increases.

r.



FoAME II

1h^ `IIPPLY curve is a "right now" picture of the supply side of the market.
It shows what can he sunnlied at each price with existing, available inputs.
rnmp of these innuts:cannot he cnanged overnightinputs such as size of
building, number of machines, perhaps even some kinds of manpower and
m, trrinIs.

The Law of Diminishing Returns onerates in our model of
the SUPPLY side of the market because some, at least, of
the inputs are

fixed.



CPITEPIM T; ` ;T

I. Check the statements that ire true:

(a) SUPPLY is the nuaniity pr7)ducer-; are willinn to sell at any
given nrice.

(b) A SUPPLY curve has a Positive slope.

(c) SUPPLY is a relationshii' between prices and quantity supplied
at each nrice.

(d) The higher the guanilly supHiec, the hinher the price.

(e) A SUPPLY curve FhowT, the nrice-guantity reJationshin for a
specified point in time.

(f) The negatkle slope of the SUPPLY curve indicates that returns
diminish as the quantity supplied increases.

2 Draw a SUPPLY curve thni show; the effect of diminishing returns on
SUPPLY; label the lines that show:

(a) supply

(b) Quantity supplied

(c) Price

tit,



ANSWERS TO CPITEPION TEST

The-, statement, Ihdi are True:

(b), (c), (c), (e).

(a) is ilccrrect because SUPPLY is a relationship, not one of the
varirb es.

(f) 's incorrect because the slope of ihe SUPPLY curve is positive;
wit'l that change, the statement is true.

2 Frice

Supply

Quantity Supplied

Also corre,:t is a curve with a slope that is increasingly positive:
Price

Supply

Quantity Supplied

41
-J

1



NIT II
Lesson 3

Introduction

Program 7
PRICE DETERMINATION

Like sportscasters giving you the pre-game rundown on twc football teams,

we have described Demand and Supply, but we have not said what happens when

they clash head on. We have not described how buyers and sellers get together

and how the final market price is determined.

In real life, the bargaining and dickering that goes on between buyers and

sellers can be incredibly complicated. We can, however, keep the action

fairly simple if we make use of a model. As you know, when we use a model,

we often make simplifying assumptions. Earlier, for example, we

assumed that Supply and Demand conditions were known and fixed.

In this case, we will use a model of a highly competitive market, and

again we will assume that Demand and Supply conditions are not changing.

In a market that is highly competitive, we assume that there are a great

number of small sellers and buyers, all dealing in a single product. A

point to note is that when we use this model, we look only at the whole

market with its many buyers and many sellers. We dc not consider the

actions of individuals.

411

(7,



FRAME 1

In a "highly competitive market," can any one buyer or any one seller
influence Thq market? Why?

No. In a highly competitive market, we look at the whole
market. Our model simplifies the action and gives us a
wide-angle view of the entire picture. What a single buyer
or seller does can't alter that picture. (one person can
join a crowd or leave it--from a rooftop you can't tell
the differente.)

FRAME 2

Now consider Supply and Demand curves. If you add or subtract a buyer
or seller from a highly competitive market, is there any effect on the curve?

FRAME 3

(a) Yes

(b) No

No. It takes the combined behavior of a areat number of
buyers and sellers to have any real effect on Supply and
Demand in this kind of market. (That's a Supply and Demand
condition we haven't mentioned before, but take note of it.)

The kind of market we'll be talking about here is one in which there are
so many sellers that a single firm can enter or leave the industry without
affecting the Supply or Demand curve. A few buyers can come or go unnoticed,
too, for the same reason.

What do we call this kind of market?



(FRAmL 6 continued)

Highly competitive.

FRAME 4

Think about competition for a moment. Compe7ition among buyers tends to
force prices up/down.

(pick one)

{ Up.

FRAME 5

When there's shortage of a particular product, competition among buyers
tends to force prices up.

Let's see what heppens if there is too much of a product. If the quantity
supplied exceeds the quantity demanded,

(a) there is competition among buyers/sellers.
(pick one)

(b) price tends to go up/down.
(pick one)

An excess of quantity supplied

(a) leads to competition among sellers
(b) and tends to force price down.

4 1.



FRAME 6

In general, then:

- If there is too little of a product available, competition among
buyers tends to force prices up.

- If there is too much of a product available, competition among
sellers tends to force prices down.

Now let's look at that more carefully in the price-quantity relationship
of Demand and Supply. To do so, we'll construct our model of a highly
competitive market:

Market Demand and Supply of Boys Sports Jackets
July 7, 1967

P

$ 20

15

10

0 50 100 150 200 250
(1,000's)

0 50 100 150 200 250
(1,000's)

(Please refer to these graphs for frames 6 through 9)

According to the graphs, at a price of $15:

The quantity supplied is

The quantity demanded is

(a) 250,000

(b) 100,000

C-1 -

4 1



FRAME 7

If suppliers make available 250,000 of these jackets at $15 each, how many

will he sold?

At $15, the quantity demanded is only 100,000. Suppliers

will have an excess quantity of 150,000.

FRAME 8

If the suppliers want to sell 250,000 jackets, at what price must they
sell them?

$10. The Demand curve shows that to sell 250,000, the price
must be $10.

FRAME 9

For 150,000, what price are buyers willing to pay?(a)

(b) For 150,000, at what price are suppliers willing to sell?

(a) $12

(b) $12

4173



FRAME 10

According to the graphs,

FRAME II

(a) How many prices are there at which the quantity suppliers
will sell equals the quantity people will buy?

(b) What is the price?

(a) one
(b) $12

Market Demand and Supply for Boys' Sports Jackets
July 7, 1967

20

15

I0

50 100 150 200 250 0
( 1,0001s )

Here we have combined the Demand and Supply curves you have just been
studying. This diagram is a model of the sports jacket market on July 7,
1967. (For Frames II to 13, please refer to the graph above.)

There is one Price at which quantity demanded and quantity supplied are
the same. This price we will call the market equilibflum price.

What can we say about the curves for Demand and Supply at the
market equilibrium price?

io -



(FRAME 11 - continued)

The answer we hoped for was that at the market equilibrium
price (in this case, $12), the Demand and Supply curves
intersect.

FRAME 12

The price at which the Demand and Supply curves intersect is called the

price.

Market equilibrium price.

FRAME 13

Why is it called the equilibrium price?

Because at that price (in your own words)

The quantity that buyers are willing to buy is equal to
the quantity that sellers are willing to take. There is
an eauilibrium or balance at this price.



FPAlvi 14

;Iorco, r,unnlv rury for men's
drr!s,. r,lar.kr, for Auqu!--,t 16, 1967.

(a) on th,n sarr oraoh, draw a
Pemand curve from this
schedule:

Market Demand Schedule
for men's Dress >lacks

Au ust 16, 1967

Price nuantitv

$18 100,000

15 150,000

12 200,000

9 250,000

(b) What is thn equilibrium price?

$25

20

I5

10

5

1

.

,

0., %
so inn in 9nn 950'

(10On's)

P 25

20

15

10

5

0 50 100 150 200 250
co

(1,000's)

(b) $15

FRAME 15

Now let's see what happens if the price is below the equilibrium price.

Suppose that the price is at $9.

(a) What is the quantity demanded?

(b) What is the quantity supplied?



(P1';'Wc.

(a) 250,000

(b) 50,000

FRAME 16

At $9, quantity demanded exceeds quantity supplied by

250,000 - 50,000 = 200,000

When there's a shortage of a particular
good or service at a particular price, what
happens to price?

(a) price increases

(h) price decreases.

(a) Price increases.

FRAME 17

50 100 i50 200 250

Why does price increase when there's a shortage (i.e., when the quantity
demanded is less than the quantity supplied)?

(in our own words)

There's competition among buyers.

I

0

(1,000's)
Excess quan-
tity demanded



FPAmF 18

(For frames 18 to 20, please refer to the following table.)

Market Demand and Supply Schedule
for a product for ore week

Price

Quantity of Product per Week

Market
Demand

Market

Supply

2
3

4

5

6

7

5000
4500
4000
3500
3000
2500
2000

3000
3500
4000
4400
4700
4900
5000

(a) What is the equilibrium price? S

(b) What quantity is sold at this price?

1[(a) $3; (b) 4000.

FRAME 19

If mP,nwfacturers make 4400 of there articles in a week and offer them for
sale at $4, what will happen?

(in your words)

The price is too high to sell the full 4400. Quantity
supplied exceeds quantity demanded by 4400 - 3500 .. 900.

1c6

4 G



TPA7:1- 20

The equilibrium price is one at which buyers can buy all they want and

sellers can sell all they want--it represents the market in balance.

Now it's your turn to construct a model of a market. Using the table

we gave you in Frame 18, assume that there are fixed Demand and Supply

conditions and graph the supply and demand curves for the product.

Pl,f both curves on the graph below:

P

$ 7

6

5

4

3

2

0 20 30 40 50 Q

(1,000's )

P

$ 7
6

5

4

3

2

0 20 30 40

Your graph should
look like this one.

50 0
1,000'0



cRAME 21

In this market, at S8 +he quantity supplied
exceeds quantity demanded. Is the eight-dollar
price too high or too low?

Too high.

FRAME 22

0
(1000's)

At which of the following prices does demand exceed supply?

P

(a) S8

(b) $5

(c) S3

15

I0

5

0

0.11

aml

to.

014

50 100
Q

150 1.1,0001S)

(c) At a price of $3, quantity demanded exceeds quantity supplied 1

FRAME 23

At the equilibrium price for this market, quantity demanded is:

greater than / ecpal to / less than quantity supplied.
(pick one)

_



(FRAME 23 - continued)

Quantity demanded is eaual to auantity cupp!iod. !f there is
no excess of Supply or Demand, price is in equilibrium.

FRAME 24

At the equilibrium price, why won't competition between buyers and sellers
make price change?

(in your own words)

At that price, quantity supplied equals quantity demanded.
Everyone in the market can be satisfied. With the price
in equilibrium, buyers can buy as much as they want and
sellers can sell as much as they want.

FRAME 25

When quantity supplied exceeds quantity demanded, you would expect to
find that the price is:

greater than / equal to / less than the equilibrium price.
(pick one)

greater than.

FRAME 26

When quantity aemanded exceeds quantity supplied, you would expect to find
that the price is:

greater than / e ual to / less than the equilibrium price.
(pick one)

4



(1-14,AME 26 - continued)

less than 1

$25

FRAME 27 20

In the market dopicted by this graph, a
price of $20 would load to an excess of:

quantity supplied / quantity demanded.
(pick one)

50 50 100 150 200 250

(1000's)

quantity supplied (There is an excess qua0-ity supplied of
100,000.)

FRAME 28

Why will manufacturers generally be unable to sell all of their output
at 6,20?

The price is too high to induce buyers to buy as muck as
sellers want to sell. (Since, on the whole, buyers won't
patronize sellers whose prices are too high, sellers will
come down to the equilibrium price.)

FRAME 29

Do you have any idea why sellers don't just keep the price up at $20 and
sell less?

(Answer in your own words)

-loci-



(FDAmi 79 - continued)

In a highly competitive market, sellers can't just set a
price arbitrarily and stick to it--there will always be
some sellers reducing price to make more sales. This is
why we chose such a market for our model rather than d
market dominated by a single supplier. A single supplier
could fix price any place he pleased. In the kind of
market we have been discussing, however, what a single
firm does cannot affect the curves at all.



CP1TERION TEST

I. ma(riltlgti!Or is the equilibrium

(a) Price

(b) Quantity

$30

25

20

15

10

5

P

2. At the moment the market price is $40
and there is excess quantity. Is the

excess one of

Demand or of Supply?

$50

40

30

20

10

0

3. Here, at a market price of $4 quantity
supplied exceeds quantity demanded by:

(choose one)

(a) 20,000

(b) 10,000

(c) 5,000

10 20 30 40 50 60

(1000's)

111111 PJAT
11111111MIni
Mill1111111111
11111111111111

I 2 3 4 5 6 7

(1000's)

10 15 20 25 Q

(1000's)

4. In +he market above, is a price of $4 too high or too low?

5. Why doesn't competition between buyers or between sellers force the price
away from the equilibrium level once it gets there?

(Your own words)



ANSWERS TO CRITERION TEST

I. (a) Price: $20

(b) Quantity: 40,000

2. Supply

3. 10,000

4. Too high

5. The equilibrium rice is one at which buyers can buy all they want and

sellers can sell all they want. Since at that price there )s no excess

of quantity demanded or of quantity supplied (they equal one another),

buyers and sellers are satisfied with the price the way it is.



LESSON 3

UNIT II
Exercise 2

1. DEFINING A MARKET

SUMMARY QUESTIONS ON
MARKETS, SUPPLY & DEMAND
AND PRICE DETERMINATION

For the following market situations, try to figure out whether
the market is a local, regional or national market. In column 3,
give your reasons for your decisions about the geographic extent of
the market.

COLUMN 1
The Market

COLUMN 2
Geographic Limit

COLUMN 3
Reasons for your Decision

1. Cigarette sales
by the manufacturers

2. Retail car sales

3. Sale of TV repair
services

4. Jet plane sales
by manufacturers

2. Most demand curves have a negative slope; people buy more of the product
at lower prices. Explain why this is true for most products.

3. Supply curves have a positive slope; sellers will not sell more
unless the price increases. Explain why this is true.



4. The following table is a model of the demand for and supply of
gidgets for a particular week. The market is perfectly competitive.

I IT III

PRICE GIDGET MARKET DEMAND MARKET SUPPLY
QUANTITY PURCHASED
PER WEEK

QUANTITY SOLD
PER WEEK

1.00 5000 3000
2.00 4500 3500
3.00 4000 4000

4.00 3500 4400

5.00 3000 4700
6.00 2500 4900
7.00 2000 3000

a. What will be the market price and quantity sold per week in
this model?

PRICE

QUANTITY SOLD

b. Prove that there is only one possible stable market price by
describing what would happen in the market if the price were $1.00;
if the price were $7.00



Lesson 4
Programa

nrma.ND COND:T1ONS

FRA4E I

There's more to a demand curve than meets the eve! As a model of consumers'
willingness to buy, a demand curve does a vast job for the economist. It not
only summarizes the relatiorahip between the ouantities of a product demanded
at each price, but it also reflects conditions that determine that relation-
ship.

Why is a
DEMAND curs
here

"\:

and not here?

0

fle curve tells us th3t buyers will buy certain amounts at certain prices.
Pu why thoSe amounts at those_ prices? Why is there one demand schedule for,
say, deluxe bathtub plugs one day and another demand schedule for another day?
1o.h3t conditions cause the pr.ce-quantity relationship to change? There's
alwais a combination of reasoS:

tastes change, !.o do such things as income,
expectations of suture income, the cost of
borrowing money, and the price and nature
of substitutes--t name a few.

GO AHEAD TO THE NEXT FRAME

FPAPIE 2.

Sippcse that today there are more buyers who are shower-takers than there
are tub-soah9rs. Yeste-v, the situation Was reversed and more tub-soakers
wer-.? shoppinp.

4/he htncens to the demani co-- for bathtub plugs from one day to the
next?

Yesterday, when nore tuh-soakers

\
Demand for

were shopping, 4tR curve looked bathtub plugs
like this . . . 0

Today, with ,orr shower- takers P %

shopping, th dement curve for
bathtub plucs looks like this . .



(FRAME 2 - cotinued)

Conditions havc changed. Buyer's tastes ditIt

not the same today as they were yesterday.

FRAME 3

FRAME 4

The curve has shifted to the left because
DEMAND for the plugs has increased/decreased.

(Pick one)

decreased

When DEMAND decreases, is the new DEMAND curve
on the right or on the left of the old one?

(a) riaht

(b) left

on the left

When DEMAND increases, the new DEMAND curve will be on the right.

I

When DEMAND changes, the entire curve shifts on the graph.
The result is a new curve, in a new location.

On the graph above, draw in a new curve, D
2'

tnat indicates
an increase in DEMAND.



FRAME 5

When DEMAND increases, the DEMAND curve shifts to the right.

When nEmAND decreases, the curve shifts to the left.

The curve is a model which reflects the conditions detPrmininn the
price-quantity relationship at A narticular time. (There is always just
one DEMAND curve. The dotted line on the graph represents a curve that
no longer exists.)

Suppose you examine the DEMAND curve for
some item for last Monday and the Monday
before that. You find that the curve is
the same for both days. Is the following
statement true?

FRAME 6

If there have been any changes at all in

DEMAND conditions for that item, they have
probably been small and of a kind that
cancel each other out.

(a) True

(h) False

True

The DEMAND curve is, if you Ike, a summary
of the DEMAND conditions. If the curve is
unchanged from one date to another, there
has probably been no change in DEMAND
conditions.

The location of a DEMAND curve for any good or service--at any one
time -- depends on all kinds of conditions.



(FRAME 6 - continued)

was an exampie of one DEMAND condition; income is another. The

more money people have available to spend, the more DEMAND will increase.

Take a DEMAND curve for lawn furniture
in a particu'ar area.

If the curve looks like this when
incomes are low . . .

How might the new curve look when incomes are high?

(check one)

(a)

D1

(b) (c)

The entire DEMAND curve would shift
to the right if income went up,
since DEMAND would increase.

FRAME 7

%D1

\\D2

A change in current income is not the only demand condition that can
bring about an increase or decrease in DEMAND. Expectations of future
income can do the same thing.

For example, rumor sends housewives to markets on "stocking up" sprees,
and their husbands decide to buy that extra set of tires "just in case."

Or, talk in a cotton town that "the mill may close down" could have an
overall effect on consumer nurchases; fear of unemployment would decrease
DEMAND for goods and services throughout the cummunity.

Suppose that curve DI represents P

current DEMAND for a new garbage
416

disposal unit in the cotton-mill
town. Nh,

Draw a new curve (02) to show which direct DI

direction the DEMAND curve would 16

shift. 0



The curve shifts to
the left when DEMAND
decreases.

FRAME 8

There are many DEMAND conditions. What all of them have in common is tha+
they are variable. The conditions that apply at one time can be different
at another time.

Consider interest rates. if they qo down, the cost of borrowing money goes
down, making it easier for people to get loans. As a result, buyers may
think about doing some building or remodeling.

DEMAND for construction services and materials might be expected to qo up.

If DEMAND for construction goes up what kind
of change would this condition cause in a
DEMAND curve for lumber?

The new curve would be on the right/left of the old one.
(choose one)

right

FRAME q

Another DEMAND conditon we lis'ed earlier was "the nrice of substitutes."

DEMAND for an item will change as the price of its substitutes change.

For example, if the price of substitute breakfast drinks (also containing
vitamin C) rose as high as orange juice itself, would DEMAND for 4resh
orange juice increase or decrease? Show your answer by putting the new
curve for orange juice demand on this graph:

ORANGE
FRESH
FOR

D
I

DEMAND
CURVE

JUICE

-'



DEMAND for fresh orange juice would
increase because there would no
longer be any price advantage in
buying a substitute product,

(If the price of orange juice sub-
n stitutes goes down, DEMAND for

orange juice will decrease.)

FRAME 10

There are many factors affecting the position of a DEMAND curve.

Wn have talked about changes in taste, income, income expectations, the
cost of borrowing, and the price and nature of substitutes, You may be
able to think of other examples.

DEMAND increases or decreases depending on conditions at any given time.

Since conditions always are changing, so is the relationship between price
and nuantitv demanded--the two variables that give us a DEMAND curve.

(a) When a DEMAND curve shifts to the left,
DEMAND has increased/decreased.

(pick one)

(b) When a DEMAND curve shifts to the right,
DEMAND has increased/decreased.

(pick one)

(c) A shift in a DEMAND curve implies that there
are now two DEMAND curves / is a new DEMAND curve to
replace the old one. (pick one)

(a) decreased.

(b) increased.

(c) There is a new curve to replace the old one.

4



FRNnAE II

Imagine that the following situations are true. In each case, for Ite
n!-0,:uct named: (a) state whether demand will increase or decrease

; (h) stair'
which way the DEMAND curve for the product will shift; (c) identify the DEMAND
rnndition that has caused the change.

Situation & Product
Effect on

DEMAND

Direction
curve will

shift

DEMAD
Condition
Involved

(a) Advertisers have convinced
women that brunettes have
more fun.

Product: Blond hair color-
ing.

(b) Federal income tax is
reduced for all.

Product: All goods and
services.

(c) Restrictions on credit
make it hard to borrow
money.

Product: Major appliances,
such as stoves,
freezers, etc.

(d) Extra-low rates are announced
for long-distance telephone
calls after 6 p.m.

Product: Telegrams.

I(a) decrease; left; change in taste,

(b) increase; right; income increases,

(c) decrease; left; cost of borrowing increases,

(d) decrease; left; price of substitute is lower.

4 4n
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Which of the following could cause the above shift
in DEMAND?

(a) DEMAND for houses afterjnterest rates on loans
decline.

(b) DEMAND for all goods and services following a
government prediction of a large increase in
the number of jobless.

(c) DEMAND for clothing in a poverty area where a new
government program provides jobs for all who need
them.

(d) An announcement of a low-priced substitute for
the product described by the curve.

(a) and (c).

The curve has shifted to the right, indicating an
increase in DEMAND. If it costs less to borrow
money to buy a house, it's reasonable to assume
that DEMAND for houses will increase. Similarly,
if jobs are provided in a poverty area, DEMAND for
clothing is likely to increase.

The other -t-cp alternatives suggest that a decrease
in DEMAND is likely. If people fear that they are
about to lose their jobs, they will cut back on
spending. A low-priced sub!;titute is likely to
decrease DEMAND for the original product.



CRITERION TEST

I If a DEMAND rurvP moves from its orieinal position, we know that there
has been a change in:

(check one)

(a) the quantity demanded;

(b) DEMAND conditions;

(c) price.

2. If the DEMAND curve moves to the right:

(check ALL correct statements)

(a) DEMANC has increased;

(b) DEMAND has decreased;

(c) The pi-ice-quantity relationship has changed;

(d) DEMAND conditions have changed;

(e) ouantity demanded will probably change.

3. Reside each of the following products is a change in DEMAND conditions.
Indicate with a check mark what, if any, effect the changed condition
will have on DEMAND for the product.

Product Condition Effect on DEMAND

Curve shifts
right I

Curve shift$No
left

change Can't
Tell

(a) Gray pants "New look is
for for bright-
teenagers color checks.

(b) Bread Start-up of
new factory
makes jobs
for all in

community.

(c) Automo- Start-up of
biles. new factory

makes job
for all in

community

(d) Cigars. Cost of
borrowing
money goes
down.

4



ANSWERS TO CRITERION TEST

I. (b)

2. (a), (c), (d), (e).

3 (a) Curve shifts left.

(h) probably no change

(c) Curve shifts right.

(d) Can't tell.



UNIT I I

Lesson 1+

FRAME I

Programs 9
SUPPLY CONDI 1* I MS

Supply conditions Are all those factors that affect thn sunoly curve- -
that is, the quantity which will be sold at each price on any given day.
nenerally speaking, supply conditions are things tnat affect the cost of

Production.

FRAME 2

The more it costs a manufhcturer to produce an article, the
more /less he will supply at any given price.

(rrck one)

less.

Conditions that increase produotiol costs will tend to increase/decrease

Supply. (nick one)

FRAME 3

decrease

Just as Demand conditions affect the position of the Demard curve, Supply
conditions affect the position of the Supply curve.

On which side of this
Supply curve do you think
the. new cui ve will be if

the cost of production
ones up?

4,1n

(a) If.ft

(b) right



(FRAME 3 - continued)

(a) left

FRAME 4

The price of inputs is one example of a Supply condition.

Here you see the effect on a Supply curve
when the cost of an input is Increased.

The rise in cost created a new Supply
curve to the left of the old one. A

shift to the left means that the amount
suppliers are willing to supply at any
given price has been reduced.

FRAME 5

'S

5
Suppose that this is the Supply curve for fresh.lettuce and that
SI is the new position of the curve after an increase in the
price of irrigation equipment (one of the inputs).

What is likely to happen to the Supply curve if water rates are
reduced?

(a) The new curve probably will be left of SI.

(b) The curve probably will stay where it is now, at SI.

(c) The new curve probably will be right of SI.

(c) The price of an input has changed, so Supply has changed
again. The new curve probably will be right of SI.

In real life, the Supply conditions that affect Market Supply are changing
constantly. What assumption must we make about Supply conditions, however, in
looking at a particular Supply curve?

(in your own words)



(FRAME 5 ccntictucld)

The Supply curve assumes that all Supply conditions are
known and fixed. They are "frozen" for the period
being considered.

FRAME 6

Here we have a Supply curve which assumes certain Supply conditions:
P

FRAME 7

Suppose there is 3 change in one of the Supply conditions.
Will this same curve reflect the change?

(a) Yes

(b) No

What do we have to do to show a change in Supply resulting from a change
in Supply conditions?

Draw a new curve.



FRAME 8

Here is an example of a change in Supply. (The dotted line represents
the old curve.)

P

FRAME 9

FRAME 10

S/

0

The quantity supplied at any given price has increased/decreased.
(pick one)

decreased

At price PI, the quantity supplied
has decreased from Q

1

to 0
2

.

61

A shift in the Supply. curve such as the one shown in the last
frame could/could not be caused by a wage increase.

(pick one)

could

When the cost of an input such as materials goes down, what
happens to Supply? It increases/decreases.

(pick one)

- 1.28 -

4 d



c7PAMF IC - continued)

Supply increases. 1

FRAME II

Draw a curve, S2, showing increased Supply

P
SI

0

P

FRAME 12

P

(a) A craftsman making gold jewelry finds that
the price of gold increases by 50 per cent.

Draw in a new Supply curve for his product.

268

I1 LI
LA

//

/

/



(FRAME 12 continued)

P

(h) A factory starts business renting land
on the edge of town, but eventually- -
because of the toNn's growth--the factory
is in the center of the high-rent district.

/

Draw in a new Supply curve for this

(c)

FRAME 13

factory's output.

A new sanding machine which costs the
same as the old machine reduces sanding
time to one -half and requires less labor
in the production of skateboards.

Draw in a new Supply curve for skateboards
on this graph.

p

0

P

The price of inputs, as mentioned, is one kind of Supply condition.
Other examples of conditions that bring about a change in Supply are:

the quality of the outout

and

oroduction methods



(FrAmE 11 - continued)

Suprn,se that pll of the manufacturers in the candle-holder market decided
that instead of supnlying products hand-carved out of rare wow, Ly
craftsmen, thov would sunnlv cheap metal candlesticks stamped out Ly a m7ich;nr.
Which of the following Supply conditions would he changed?

(a) Price of inputs.

(h) Quality of output.

(c) Production methods.

All three: the price of inputs, the quality of the output
and production methods. In real life, conditions like these
will affect the quantity supplied at any particular price.

FRAME 14

In the example above, what assumption do we make about Supply conditions
in drawino the supply curve?

Conditions are known and fixed. We must make this assumption
so that we can, in a sense, "freeze" the market (at any one
point in time) long enough to take a good look at it.

FRAME 15

Something has happened to the price of inputs
for this marketwhat?

p

r,



(FPAMF 15 - continued)

IThe Price of inputs has decreased, so the product costs less

1

to produce and suppliers can offer more at any given price.

FPAmr lb

Quality of output is one of the Supply conditions mentioned. It affects

the Supply curve because quality is related to price--improving quality
usually calls for more time in production, more skill, better materials, and
so on.

In '-his market, the quality of a product offered has changed considerably.
Judging by the shift in the curve, quality is:

FPAvIT 17

(a) probably improved

(b) probably worse

S

(a) Quality has been improved. Since it usually costs more
to offer a better service, it is no longer possible to provide
the same amount of service at any given price.

1e have discussed tnree of the conditions which affect nroducion costs and
thus affect Supply. Indicate which change in each condition world account for
tho shift in this Market Supply curve.

(a) Price of inputs: decreased/increased.

(b) Ouality of output: lower/higher.

(c) Productic:i methods: worse/better.



(1-A7,4: 17 continued)

(a) Price of inputs has decreased; (b) Quality of output
is lower; (c) Production methods have been made better.

FRAME 18

Experience tells us that when these ideas about Supply are discussed in
class or read about, confusion can creep in unless you take care to keen
some meanings straight.

What you must remember is that when we talk about Supply, we mean the
price-quantity relationship described in the whole curve.

Do not confuse Supply with Quantity Supplied which is simply one of the
variables, namely the amount made available at any specified price.

The change from point "a" to point
"b" is/is not a change in Supply.

(pick one)

FRAME 19

QI Q2
0

It is NOT a change in Supply (the price-quantity relationship).
This is a change along the Supply curve so that each new
quantity is accompanied by a new price.

The change from point "a" to point "b" is/is not a
change in Supply. (pick one)

-133-
4;



(FPANT 19 - continued)

This is a change in Supply. Quantity supplied has increased
from fl1, to 0

2'
but the price P1, has not changed. (The

whole curve has shifted, due to a change in Supply conditions.)

ri)A"F 70

Visualize a Sunplti curve for can openers. Quantity supplied ranges from
`10,000 at 30 cents to 250,000 at 75 cents for the same product,

Now suppose that conditions make it less expensive to manufacture the
con openers so that firms can supply a larger quantity at each price. At
50 cent':: for example, they are now willing to supply 100,000 instead of

How do economists refer to this situation?

As a change in:

(a) quantity supplied

(b) Supply

(b) A change in Supply.
Conditons have changed so
that there is a new Supply
curve--a new price-quantrty
relationship.

To summarize:

100 200 300
( 1,000's )

Supply conditions such as the price of inputs, tie quality of the product,
and production methods, all affect the cost of production. Cost, it turn,
affect,, the Supply price-quantity relationship of the market on that- day.

If tte production costs increase, Supply will decrease and there 4111 pe
a new supply curve to the left of the old one.

If production costs decrease, Supply will increase and there will be
a new Lipply curve to the right of the old one.
`When we talk about Supply (just as when we talk about Demano), we mean the

Price-cuantity relationship described by the whole curve. Quantity supplied
(or demanded) is simply one of the variableg, namely the Emount made avail-
able at any specified price.

=
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CRITERION TEST - Part I

t

C

From the diagrams above, select the letters that match these descrintiqn:

I. Sunnly curve

2. Demand curve

3. Scale to measure auantity supplied

4. Scale to measure quantity demanded

5. Scale to measure price

6. Price-quantity relationship

7. Negative slope

8. Positive slope

LETTERS



CRITERION TEST - Part II

P

Graph A Graph 13,

I. Which of the following shows an increase in Demand (check all correct

answers):

(a) Change from point a to b in Graph A.

(b) Shift from cruve 1 to curve 2 in Graph A.

(c) Shift from curve 3 to curve 4 in Graph n.

(d) Change from point c to point d in Graph R.

2. These curves all describe:

3. In Graph A, what causes the shift from curve I to curve 2?

4. In Graph B, what causes the shift from curve 3 to curve 4?

5. in which Graph do production costs affect quantity?

6. Using Graph A and B, describe the parts of each diagram which show:

(a) Demand

(b) Supply

(c) Measurement of quantity demanded

(d) Measurement of quantity supplied

(e) Change in Demand conditions

(f) Change in Supply conditions



CP1TERION TEST - cart III

t:uock -fte factor- that are Demand conditions and those thdl su-t ly

(If you think the item affects bo4-b. chock hot,))

(a) Price of inputs or other costs of
ttc,ing inputs.

(b) Tastes and preferences.

(c) Coat of borrowing money.

(11) Huvr,rc' expectations about future
income.

(r) 1h0 quality of the product or
service.

(f) Ruyers' current income.

(q) Price and duality of substitutes

SupPly
Conditi-m rondi/ r",

2. Study each of the conditions below. Some are Supply tha

affect production costs and thus Supply. Identify them and tell wh'Vhcr
thE Supply at any given price will increase or decrease. Expla!n why.
no the same thing for any Demand conditions you find.

(a) Apartment house owners have raised
their rents to occupants.

(h) The cost of printing gum wrappers
tvis none down.

(c) A nursery nrowine camelia hushes
decides to sell year-old plants
instead of three-month-old ones.

, .
k J

Supply
Conditir:fl,;

(clec,

nnm:And

nrw)



(CPITFPION TEST - Part III - continued)

(d) Ranks lower interst rates for
home improvements.

(0) A surfboard manufacturer moves his
operation from an inland city to
or-) on the seacoast.

Supply
Conditions

Demand
Conditions

3. nn a given day, if the price of orange juice is 25 cents a can, people
buy more cans than they do when the price is 30 cents a can. Does this
situation imply an increase in Demand or in quantity demanded?

:;
453



ANSWERS TO CRITERION TEST

Part I

I. F.

2. B.

3. r.

4. C.

A, n.
6. n, F.

7. R.

S. F.

Part II

I. (h)

2. price quantity relationship.

3. A change in Pemand conditions

4. A chanoe in Supply conditions

5. Oraph H.

6. (a) Curves I and 2, Graph A.

(h.) Curves 3 and 4, Graph B.

(c) Horizontai axis (,), Graph A.

(d) Horizontal axis 0, Graph B.

(0) Shift from curve I to curve 2, Graph A. (or vier

(f) Shift from curve 3 to curve 4, Graph H. (or vice ver,,a)

III

I. (a) Supply
(h) Demand
(c) Demand or Supply
(d) Demand

2. (a)

(e) Supply or Pemiind
(f)

(q) Demand

neither; a change in price means a differ: 't r,oint on the
same demand curve.

(h) Supply condition; Supply will increase; with price of
down, it's possible to produce more than could he sup)lir-o T.1
original cost.

(c) Supply condition: Supply will decrease; it costs more
Plants for a year.



(ANSWFRS TO CRITERION TEST - continued)

(d) Demand condition; Demand will increase; with lower interest
rates it costs less to borrow money co people have more to
spend. Supply may also change.

(e) Supply condition; Supply will increase; cutting down on
shipping costs will decrease cost of production.

3. Quantity demanded.



(DRAFT COPY--FOR RESTRICTED USE ONLY)

UNIT II
Lesson 4
Program 10

THE LAW OF SUPPLY & DEMAND

Introduction

Piano students learning tc play a difficult passage often practice
first with one hand and then with the other before combining the
parts of the music for left and right hands. We've done much the
same thing in describing Supply and Demand to you. Now it's time
to bring all of the parts together.

In our model of the market, we have tried to make things easier for
you by assuming that either the demand conditions or the supply
conditions were fixed. That leaves us with two important questions
still to be answered: What happens to the equilibrium price when
the conditions of both supply and demand are free to change, as
they usually are in real life? And what happens to the quantities
sold as conditions change?

We can answer those questions by studying the Law of Supply end
Demand.

Supposc buffalo hide is used tc make a tough leather bag. Manufac-
turers of the bag have a high material cost because buffalos are
mighty scarce these days. The bags are rare and costly.

Suddenly buffalos reappear; new herds are discovered, and we end
up with more buffalos than we know what to do with. Here is a
changed condition that leads to an increase in supply of buffalo -hide
bags. What happens to the Supply curve?

(a) It. moves to the right.

(b) It moves to the left.

(a) It noves to the right

The number available at any price
increase:.

4



For FRAMES 2 to 5, please refer to t114.s graph:

FRAME 2

FRAME 3

P

01 Q2
Quantity

On this graph, S2 represents the increased supply
due to changed conditions. When the Supply curve
moves to the right, as in this case, what happens
to the equilibrium price?

(a) It rises.

(b) It falls.

(c) It's anybody's guess--I don't know.

(a) It Falls.

If you're still at the guesswork stage, read
Frame 3. If you see the point (the new equili-
briu point, that is, jump ahead to FRAME 4.

At first,
equilibrium
price is
here.

P1

P
2

Where is P
2

in relation to P
1

(a) It is higher.

(b) It is lower.

10)

4 j I

Then we increase Supply.

P / And now,
/ S

1
the new

4'

OP price is

If
here.-



(b) It .1s Lower.

The equilibrium price
the Demmd and Supply
falls when the Supply
demand conditions are

is found at the point where
curves intersect. Price
curve moves to the right and
unchanged.

FRAME 4

Say that one year, hoards of hungry insects invade the Corn Belt and
devour the corn crop, yet people still demand as much corn as ever.

FRAME 5

(e.) What happens to the corn supply?

(b) In what direction will the Supply curve move?

(c) The equilibrium price will rise/fall.
(pick one)

(a) It will decrease.

(b) The Supply curve moves to the left

(c) The equilibrium price will rise.

If supply conditions change so that the Supply
curve shifts to the left, and if demand
conditions remain unchanged,

(a) the equilibrium price will

(b) the quantity sold will

(a) rise

(b) decrease (the change considered here i
from S

2
to S_.)

4 -



FRAME 6

The Lau, of cmiltply and Demand descr.I.Leb how changes in Supply and

Demand affect price. You should be able to complete the first
part of the law:

When demand conditions do not change

(a) If supply decreased, price will

and the quantity sold

will

(b) If supply increases, price will

and the quantity sold

will

Si

P

/S2

(a) price will rise; quantity sold will decrease.

(b) price will fall; quantity sold will increase.

For FRAMES 7 to 9, please refer to this graph:

FRAME 7

We have looked at what happens when Demand is fixed and supply condi-
tions change. Now let's consider the opposite case: when Supply does
not change but demand conditions do. For example, suppose that an
out-of-print book becomes a collectorls item. There are just so many
copies available, but more and more people want to own them.

In the graph above, the curve that shows the
greater demand for books is D

1
/D

2 .

D
2

(pick one)

zo

4 "--;2



FRAME 8

FRAME 10

As demand increased, the Demand curve

moves to the

If supply conditions do not change, as

the Demand curve moves to the right, the

equilibrium price and the quan-

tity sold

Equilibrium prices rises; quantity
sold increases.

FRAME 11

There is a strong probability that a trucking
strike will cause a shortage of frozen foods.
Draw in a new Demand curve to show what happens
here if supply conditions are fixed.

\o,O0S

ri
The Demand curve will probablyU move to the right as people

dArOA% 1
D
2

rush to stock their freezers.

In this case, what is behind the price increase:

(a) Actual change in demand conditions.

(b) Actual change in supply conditions.



I(a) Actual change in demand conditions

FRAME 12

The second half of the Law of Supply and Demand summarizes the
effect of a change in Demand on.prices and quantity sold.

When supply conditions do not change,

(a) If Demand increases, price will

and the quantity sold

will

FRAME 13

(b) If Demand decreases, price will

and the quantity sold

will

(a) price will rise; quantity sold will decrease.

(b) price will fall; quantity sold will decrease.

Now let's get to the final step by first summarizing the Law of Supply
and Demand:

A. Demand conditions fixed

If Supply increases:

price falls;

quantity sold increases.

If Supply decreases:

price rises;

quantity sold decreases.

(continued on the next page)

B. Supply conditions fixed

If Demand increases:

price rises;

quantity sold increases.

If Demand decreases:

price falls;

quantity sold decreases.



FRAME 13 (continued)

Note: Study the summary carefully.

BRAKE 14

(1) Describe the similarities between A and B.
(If you need a hint, see below).

(2) Describe the differences:

HINT

When either Supply or
Demand changes, what
happens to quantity?
What happens to price?

(Your awn words)

(1) The change in quantity sold is always in the same
direction as a change in either Supply or Demand.

(2) The change in price is in the opposite direction
from a change in Supply; it is in the same direc-
tion as a change in Demand.

(DON'T GO AHEAD UNTIL YOU SEE THESE DISTINCTIONS CLEARLY.)

The foregoing shows that if we change only one

side of the market at a time, we can/cannot
(pick one)

forecast the direction in which price and quan-

tity sold will change.



Cart

FRAME 15

In this case, supply conditions change; demand conditions don't change.

What is the resulting change in
price and quantity sold?

(a) Price

(b) Quantity sold

FRAME 16

FRAME 17

(a) Price falls.

(b) Quantity sold increases.

Here demand conditions change from
D1 to D2; supply conditions don't.
W1at happens to price and quantity
sold?

(a) Price

(b) Quantity sold

(a) Price falls.

(b) Quantity sold decreases.

If production costs increase for a product and
people continue to want as much of it as ever,
what can you say about price and quantity suld?

_ t



Price rises; quantity
sold d.;,:reases.

P

FRAME 18

(a) Draw in a new Demand curve for
this air conditioner market;
the temperature has been holding
at 100° for two weeks; supply
conditions are unchanged.

P

(b) What will happen to the price of air conditioners?

(c) What about quantity sold?

(a) Your graph should look something P , S

1

like this:

(b) Price will go up.

(c) Quantity sold will go up, too.

D
\ D1

2

Q

FRAME 19

Suppose that we are talking about a commodity such as color TV sets for
which there is an expanding. market. Assume that bothlDemand and Supply
are likely to increase at the same time.

Answer the
Supply and

(continued

following question by referring to the summary of the Law of
Demand on the next page.

t.
on the next page)



FRAME 19 (continued)

When both Demand and Supply increase,
what happens to the quantity sold?

Increases/Decreases/Can't Tell
(pick one)

LAW OF SUPPLY AND DEMAND

A. Demand conditions fixed

If Supply increases:

price falls;

quantity sold increases.

If Supply decreases:

price rises;

quantity, sold decreases.

Supply conditions fixed

If Demand increases:

price rises;

quantity sold increases.

If Demand decreases:

price falls;

quantity sold decreases.

FRAME 20

0

Quantity sold increases. (A change in
quantity sold always will be in the same
direction as a change in either Supply
or Demand.)

To prove that a change in quantity sold always
will be in the same direction as a change in
either Supply or Demand, draw a graph showing
an increase in both Supply and Demand.

6

5

4
3

2

ENENEINE

NOMMEN
IIINNNENINRIMEOM

2 3 4 5 6

,t.



can't !ell]

P

6 5M=E1=1
5

4
3

2

0
I 2 3 4 5 6

FRAME 21

When both Demand and Supply increase, what
happens to price?

Increases/decreases/can't tell
(pick one)

(If you need help, refer to the summary of
the Law of Supply and Demand, FRAME 19.)

I

FRAME 22

(a) An increase in Supply causes price to

(b) An increase in Demand causes price to

(a) fall

(b) rise

FRAME 23

So, when Supply and Demand both increase, price col--1 rise or fall or
stay the same, depending on how much one challge c is the other.
Before you can tell anything more about price, yo,, .eee to know how
far the Supply and Demand curves have shifted.

(continued on the next page)



FRAME 23 (continued)

(a) For example, In this graph, price
increase/decreases/stays the sane

(pick one)

(b) In this graph, price
increases/decreases/stays the same

(pick one)

P 2
P1

(c) How about this graph? Price
increases decreases sta s the same

(pick one)

D
/St

U2 de -
to' S2

NOTE: It doesn't.
make any difference
whcthur tha litiligo

Iare straight or curved.

(a) decreases; (b) increases; (c) stays the same

Unless you know the quantities involved, you
cannot predict what will happen to price when
both demand and supply conditions change. (Look
at the Law of Supply and Demand again; you can
see that if you don't know the quantities sold,
price is anybody's gueis) (The Law is repeated
on the next page.)



LAW OF SUPPLY AND DEMAND

A. Demand conditions fixed

If Supply increases:

price falls;

quantity sold increases.

If Supply decreases:

price rises;

quantity sold decreases.

B. Sunray enndirinns Find

If Demand increases:

price rises;

quantity sold increases.

If Demand decreases:

price falls;

quantity sold decreases.

I

FRAME 24

100 200 300 ( in 1,000)

Q Q
1 2

This graph shows a change in Demand from Di to D2 and

a change in Supply from S1 to S2.

(a) Has Demand increased or decreased?

(b) Has Supply increased or decreased?

(c) How much and in which direction
has the enuilibrium price changed?

(d) At the equilibrium price, how much and
in which direction does quantity change?



FRAME 25

FRAME 26

(To begin s
"deuease"
andir means

(a) nn.and incrcasc.s.

(b) Supply increases.

(c) Price falls from $3.50 to $2.50.

(d) Quantity increases from 100,000
to 200,000.

When both Demand and Supply increase, as they
do above, do we need a table or graph before
we can say in which direction the quantity
sold will change?

(a) Yes

(b) No

(b) No

An increase in Demand and/or Supply is accompanied
by an increase in quantity sold. The same consis-
tency occurs when demand and/or supply decrease:
quantity sold decreases.

implifying , +means "increase" or "rise ," +means
or "drop," eb(a hyphen) means "fixed" or "no change",
"unknown" or "can't tell.")

(a) Suppose Demand increases (lh while the Supply
of canned peaches remains unchanged (..). The
direction in which quantity sold will change is:

+/11,/"./
(pick one)

(b) Tke gireq,lpn in which price will change is:ry -
(pick one

4



FRAME 27

FRAME 28

FRAME 29

(a) Demand for hula-hoops decreases (# ) while
the Supply remains unchanged (.. ). The
direction in which quantity sold will change
is:

6 a aP
(pick one)

(b) The direction in which price will change is:

lmj
(pick one)

(a) (decrease)

(b) (decrease).

(a) Suppose Dema d increases (1) and Supply
increases (r) for typewriters. The
direction in which quantity sold will change
is:

tiik ow/
(pick one)

(b) The direction in which price will change is:

INVmmq 1!
(pick one)

(a) (increase)

(b) (can't tell)

(a) If the Demand for cellophane tape decreases
(IV and the Supply decreases (4p) as well,
ih which direction will quantity sold change?

'pick one)

(continued on the next page)



FRAME 29 (continued)

FRAME 30

FRAME 31

(b) The direction in which price will change is:

Abt OD

41 Ole 4, 5
(pick one)

(a) (decrease)

(b) ?(can't tell)

(a) If Demand for peanut increases (14)
but Supply decreases ( ), in which direc-
tion will quantity sold change?

(pick one)

(b) In which direction will price change?

+ilk °P/C
(pick one)

(a) ?(can't tell)

(b)44(increase)

(a) If Demand for haircuts decreases (I) but
the Supply of barber shops increases (

what will happen to the number of haircuts
barbers give? In which direction will
quantity sold change?

444 -/
(pick one)

(b) Will it cost more or less to get a haircut?
In which direction will price change?

4414/4'i
(pick one)

4 ?



I' RAVii.: 32

FRAME 33

(a) ?(can't tell) 1

i

(

(b) (decrease) i

1

t

Is this scatewent true or false?

When both Demand and Supply curves shift, we can
predict the direction of change for price for
some cases and the direction of change fol. quan-
tity for the others, but we can never prk;:lict both.

(a) True

(b) False

(a) True

Suppose that a strike holds up manufacture of color
TV sets su that we have a market in which demand is
increasing while supply is decreasing. Using the Law
of Supply and Demand, can we say:

(a) in which direction price will change?

(b) in which direction quantity sold will change?

(a) Yes.

When demand increases, price increases. When supply
decreases, price inc:eases. The equilibrium price is
going to rise.

(b) No.

Wnen demand increases, quantity sold increases When
supply decreases, quantity sold decreases. Without more
information, we cannot tell how much one will offset the
other.



UN FT 1I

Lesson No. 4

Program
CRITERION TEST

Some of the sections to follow will be much easier for you if you
have mastered this one. Once you can predict automatically what
changes in Supply and Demand do to price and quantity sold, you'll
have a head start in understanding many of the problems economists
face.

1. Complete the blanks in the table below, indicating whether price
rises or falls, whether quantity increases or decreases. (Use
the symbols or write out your answers, whichever you like.)

Refer to the graph ii you need help or draw Demand and Supply
curves of your own to figure out the answers.

Demand & Supply
conditions

Change in
Price Quantity

,a) D

(b) D

(c) Ds. st

(d) DIP .

(e) Dt St

(f) D4 St

(g) DtS4
(h) D4 S 4

P

4

Al

1011%.

et..
Q



CMY:::RiON TEST (cant inuV)

the coadi%iona vesent and answer these questions:

(a) Plastic straws have become more popular than
paper straws. This is a model of the
market for paper straws. Label
the Demand curves D and D,
iltd.:.cate the shift tn Demattd,

State what happens to price
and quantity sold if ::;upply
conditions are fixed.

Quantity Sold:

(b) Ifanufacturers of mousetraps finally fiui a
cr.:caper way to make them better. This
:<3 a model of the mousetrap market

Ohirstmas Eve, Label ttlo
Supply curves Si and S,7 to
indicate a shift in suspty.
State what hapPanc to price
and quantity sold if Demand
for mousetraps is fixed.

Price:

Quantity Sold:

PA PELMALIIARKEr

3. Income iAas increased and the cost of making pizza pie has de.ereasen.
Here arc Supply and Demand curves for franchised pizza parlors.

(1.11;t the diagrac to help (a) What will happen to Supply?
you w;:rk out the answers,)

P

($1000) ; a
(b) kihat will happen to Demand?

..-

IWO
1

IN i

i

i

i- 4 (c) Can you tell how price will change?

5C-------t

25 ------ (d) Can you tell how qwmoktity sold
_J___will change?

0 Q
1 2 3 4 5 (ma's)



CRITERION TEST (continued)

4. Study this Supply and Demand market.

(a) What has happened to Supply?

(b) What has happened to Demand?

(c) As a result, what will happen to price?

(d) Can you tell what will happen to quantity sold?
P

5. This one is a bonus question. Try it. Complete all the blanks.

,

Price Quantity

(a) D S

(b) D S ? NIP

(c) D S I?
dr

(d) Dips 417
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- UNIT II ANSWERS TA') .,7,RTTYN TF,Yi7
L..!..sson No. 4

2.

Demand & Supply i_...:_pan;...Ljn____

conditions ...rice

i

(a) D#S : it 49

(b) 459 S 41". v, 1
441i?

( c ) D ' S
P . "

(d) Ago SOP 0'

9
.

11W-

at\
,;(e) D44 s

(f) D# S.

(g) DIPS ogh5
d,'

....1

41
(h) Dips r W

PrLce fal12, quantity sold decreases.

falls- quantity sold increases.



ANSWERS TO CRITERION TEST (continued)

3. (a) Supply will increase.

(b) Demand will increase.

(c) You can't tell what will happen to price.

(d) Quantity sold will increase.

4. (a) Supply has decreued.

(b) Demand has increased,.

(c) Price will rise.

(d) No you can't tell what will happen to quantity sold.

5. (BONUS)

Price

.

(a) p4IFS
lir

(b) D

(c)
it

4

(d)

l

D S4, dilk



LESSON A

UNIT Il

Exercise 3
SUMMUY QUESTIONS: DEMAND
AND SUPPLY CONDITIONS, 'I'II!:

LAW OF SUPPLY AND DEMAND,

1. The following table is a mooel of the demand for and supply of steak
for a particular week.

I II III IV
PRICE MARKET DFMAND MARKET SUM MARKET DEMAND

OF STEAK (LBS / DAY) (LBS / DAY) SHOWING INCREASE IN
DEMAND

1.00 5000 3000
1.20 4500 3500
1.40 4000 4000
1.6C 3500 4400
1.80 3000 4700

a. Assume demand increases. Fill in column IV with numbers which
show this increase in demand.

b. What will be the new equilibrium price and quantity sold?

PRICE

QUANTITY

c. Give three possible reasons for this increase in demand.

d. Quote the part of the law of supply and demand which predicts
this change.

A
A ,
)c:

'

I (,



2. List the major demand conditions:

3. List the major supply conditions:

4. Define demand, quantity demanded and change in demand. Illustrate
the difference between these terms using demand curve diagrams:

4
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UNIT 11

EXORCISE 4
PRACTICAL APPLIc.ATION:

OF SUPPLY AND DEMAND
CURVE ANALYSIS

Now that you have mastered the law of supply and demand, we'll put tne
analysis to work on some practical problems.

These exercises all involve changes in demand and/or supply conditions in
a market or a group of markets. For each example show the chanae (or
changes) in demand and/or supply conditions by drawing in the shift in the
demand and/or supply curve. Then state the effect on price and quantity sold.
The reason we say demand an/or supply is that, in some cases chanoe in
conditions affects both demand and supply.

I. This diagram shows clothing market demand and supply. Pretend that
personal income tax rates are reduced by about 10% for most people
In this country. Show the effect by drawing the new demand and/or

`supply curs ,s 00 s

)1(
1S,

`N. °1

1000 2000 3000 4000
2. This diagram shows the market for American made bicycles. Assume that

the Federal Government removes the tariff on British and Italian bicycles.
Show the effect of tHs tariff cut on the market for American made bicycles
by drawing the new demand and/or supply curves.

oes
s6 00 1

gik Of

What happens to price and quantity sold?

/

What happens to price and quantity sold?

a. Price increases/decreases/can't tell

b. Quantity increases/decreases/can't tell

0

a. Price increases/decreases/can't tell

b. Quantity increases/decreases/can't tell

3. The diagram below shows the demand and supply curves for the colored
television set retail market. What would happen if.the Feder,i1 Govern-
ment put a $50.00 excise tax on television sets? Show the effect of
the tax in the diagram by drawing the new demand and/or supply curves.

P

Q

What happens to price and quantity sold?

a. Price increases/decreases/can't tell

b. Quantity sold increases/decreases



c. In this case, you can predict the amount of the price change, because
you can figure out how far to shift the curve. Now much does price

change?

a. by S50

b. by less than S50

c. by more than S50

4. This diagram shows the demand and supply curves for the aluminum market.
Imagine that the whole industry starts a new advertising campaign to
inform people how much better aluminum is than other metals for all kinds
of uses. Assuming the campaign is successful- show the effects on the
market of this campaign by drawing likely new demand and/or supply curves.
Be careful on this one. (Lots of things can happen with a good advertising
campaign.)

P

\ 0#° S

N%
40'

de 1

\`p
1

What happens to price and quantity sold?
a Price incuaseljdocupes/can't tell

b. Quantity incregees/dacreasesicanit tell



LESSON 5

UNIT II
Exercise 5

LONG-RUN FFHCTS OF Pi:RFEr:T
COMPETITION =)UT',CE

ALLOCA7ION

According to Adam Smith, two advantages of an economy with highly
competitive markets are that with perfect competition between producer;,
(1) scarce resources will be used to produce the output consumers want
most and (2) output will be produced at the lowest possible price.

The market system works this way under conditions of perfect
competition because there is so much competition between producers
that each business must always try to make the biggest possible economic
gain. Otherwise, the business will lose money and will eventually
he forced out of the market entirely.

The purpose of this exercise is to use demand and supply curve
analysis to predict the long-run effect of an increase in demand for a
product in the case of perfect competition. We will use the diagrams
to trace the market reactions to an increase in demand in a model world
of perfect competition. The model market is wheat farming.

1. First let's review the assumptions made about market conditions in
perfect competition. What mustwe assume with respect to the following
conditions?

a. Similarity of the product produced by competing farmers:

b. The number of farmers:

c. The percentage of market supply provided by any one farmer.

d. The ability of others to go into wheat production.

2. In the diagrams below the graph on the left shows the market supply
and demand curves. The diagram on the right describes the market conditions
for a typiLal wheat farmer.

Note that the unit of measure on the quantity scale is different
for one producer than for the whole market. One farmer produces about
100,000th of the market supply.

Also, the slopes of the demand and supply curves are different,
in particular, the demand curve for one producer is a horizontal line.
This means that for one producer the price is fixed. The fact that
the farmer's demand curve is a horizontal line drawn at the market
price of $2.00 means that the individual farmer must accept the market
price. He has no control over price, but he can get as much business
as he can take care of at that price.

4



$4.00

3.00 .-

2.00

.

1.00 -

0

MARKET DEMAND & SUPPLY

am, I/Mem&

1

D
1

! i it it L
20 40 60 80 100

PER HARVEST
(IN 1,000,00's OF BUSHELS)

$4.00

3.0'

2.0

1.00

L

SUPPLY & DEMAND FOR ONE FPRMER

40 80

S
1

D1

L -L

120 150 200

PER ILARVEST

(IN 100's OF BUSHELS)

3. Assume that demand increases. In the diagram above, show the effect on
both the market and on the firm by drawing new demand curves.

a. For the whole market: price increases/decreases/can't tell.
(circle one)

quantity increases/decreases/can't tell.

b. For one producer: price increases/decreases/can't tell.

quantity increases/decreases/can't tell.

4. What is the effect of this increase in demand on profit rates of the
present wheat farmers?

a. Profit rates increase/decrease/can't tell.

b. What effect do these profit rates have on the market?

c. Draw new curves in the diagrams above to show this change in the
market. This time use broken lines (---) so you can tell the difference
between these new curves and the ones you just drew.

5. q. Assuming no other changes in demand or supply conditions, will the
market eventually adjust to this increase in demand? Yes No

b. Show what the market will be like after it has adjusted completely to the
change in demand by drawing new diagrams. Use the space provided on the next
page to draw the demand and supply curves for the market and for the typical wheat
farmer.



LONG-RUN EFFECTS OF THE INCREASE IN DEMAND

PRICE
MARKET SUPPLY & DEMAND

$4.00 I..

$3.00

$2.00

l'

$1.00
F
1

r
0 1 1

20 40 60 80 100

QUANTITY IN 1,000,000's OF BUSHELS

PRICE

$4.00

$3.00

$2.00

$1.00

0

SUPPLY & DEMAND FOR A
TYPICAL WHEAT FARMER

1 11111LI1 fa
40 80 120 160 200

QUANTITY IN 100's OF BUSHELS

c. Compared to the original conditions which existed in the market before
the increase in demand, what will be the long-run effect of the increased
demand?

(1) Price will be higher/the same/lower than the original price.
(circle one)

(2) The quantity of wheat produced per harvest will be greater than/
the same as/less than the original quantity.

(3) The quantity of wheat produced per harvest by the typical farmer
will be greater than/the same as/less than the amount of
business he did before.

(4) Profits for the typical producer will be higher/the same/lower
than originally.

(5) The number of wheat farmers in the market will be
greater than/the same as/less than originally.



LESSON S
UNIT II
EXERCISE 6 EVALUATING PERFECT COMPETITION

The advantages of the perfectly competitive price system have attracted
economists since the time Adam Smith wrote about the invisible hand of the

market. We can summarize these advantages here:

I. It provides for decentralized decision making. There is no need
or cause for the government or some other authority to decide how
to allocate scarce resources.

2. The markets determine prices, thereby providing an automatic infor-
mation system which informs producers of the desires of consumers
Tvd746;s consumers of the cost of buying different outputs.

3. It provides an automatic response system to cybernetic system).
Because individuals buy and sell to further their own best interests,
and because the system is highly competitiv'e, producers and con-
sumers respond immediately to changes in prices.

4. The system responds in such a way as to assure consumer sovereignty--
consumcr purchasing power determines what to be produced, how
outpu4 is produced and for whom it is produced.

5. The profit incentive and the high degree of competition reouire
businlsses to produce at as low a cost as possible, which means that
they us-e resources efficiently and are quick to introduce more effi-
cient nethods of production.

Before ire become staunch promoters of the perfectly competitive world, we
should look for disadvantages of the system.

I. What would he the effect of perfect competition on the way income would
be distribeed among the population? In particular,

a. Would 'there be many very rich people? How would the rich pe-pie
acquire their wealth?



h. Would there he poor people? Who would they be and how would they
get money to live on?

2. Would the perfectly competitive market system be as advantagous for
producers as it would be for consumers? Explain.

3. Using the answers to the previous two questions as a start, try to
decide how well a perfect competitive system would perform in promoting
the five basic economic goals discussed in Unit I. Discuss each
individually.

Economic justice



Economic progress

Economic stability

Economic security

Economic freedom



UNIT II
Lesson No. 6

Program No. II

ELASTICITY OF DEMAND

FRAME i

You have seen that as price goes up, people tend to buy less; as
price goes down, people tend to buy more. But just how much more do people
buy when the price is lowered? It depends upon the item. For example,
a student with poor vision needs glasses; he would probably have them even
if the price were double what it is now. On the other hand, if the price
of butter doubles, grocers are likely to find that they sell a lot less
butter (but probably more margarine). In other words, sales of some goods
and services are more sensitive than others to changes in price.

This sensitivity--the relationship between a change in price and the
change in the quantity sold--is what economists call price elasticity of
demand.

FR 7 2

Here are two demand curves. Which curve shows that for just a small
change in price there is a large change in quantity demanded?

FRAME 3

(a)

(b)

Curve (a) shows that for a small change in price
there Is a large change in quantity demanded.

When a small change in price produces a large change In demand, demand
is said to be ELASTIC.

Which of those two demand curves is more elastic?
13

(a)

(b)

A



(FRAMC 3 continued)

Curve (a) 1

FRAME 4

Since we can describe any demand curve by its price responsiveness--
that is, by its elasticity--we will discuss elasticity generally. After
you can define elasticity and predict which products will have elastic
demand, you will see why the monopolist needs this information to maximize
profits.

A.

riCE
14 To

Here are two market demand schedules. We've plotted the
curve for Schedule A. Your job is to plot a curve for
Schedule B on the same graph. Which curve is more elastic,
A or B?

MARKET DEMAND SCHEDULE

For Electric
Blenders

Price Quantity
(1000/s)

$ 30 5

28 12

26 19

24 26
22 33

20 40

B.

0

r

MARKET DEMAND SCHEDULE

For Portable
Electric Heaters

Price Quantity
(1000's)

$ 45 15

40 17

35 19

30 21

25 23
20 25
15 27

The curve that is
more elastic is:

A.

B.

Jo 4/0 50
00015 bit0d6V6

4 "J



FkAML 4 - (continued)

40

ZO

/0

1

,

I
!

i

1

i

i

/

FRAME 5

FRAME 6

FRAME 7

20

NOTE:

We can show each curve on the
same graph as long as the scales
for each variable are the same;
but beware of trying to compare
curves on the same graph when
scales differ.

A. is more elastic. Quantity
demanded changes greatly
for a small change in price.

L/o .d?c.
g birpreitcrS

In the diagram you have just seen, the
curve that indicates a more elastic
demand is steep/shallow.

(pick one)

shallow

The steeper the slope, the more/less
(pick one)

elastic is the demand.

less

As compared with A, demand for
B is:

(a) more elastic

(b) less elastic

4 J n
_l 7

Demand



FRAME 7 (contintwd)

(b) less ela5,tic

In B, a chanje in price has little
effect on quaniity.

FRAME 8

While it's true that the steeper the slope, the less elastic the demand,
this is not a precise way of talking about elasticity. It can be misleading.
Slope and elasticity are not the same thing.

Let's define price elasticity more carefully:

Demand is elastic when the percentage change in price
causes a greater percentage change in the quantity
demanded.

For example: If a 10 percent price increase leads to a 12 percent
drop in quantity gemanded, demand is elastic.

FRAME 9

If a 12 percent price increase leads to a 15 percent
drop in the number of items demanded, demand is
elestic/inelastic.

(pick one)

elastic

The percentage change in quantity is greater
than the percentage change in price.

If a 10 -)ercent price increase lends to an
8 percent drop in the number of items demanded,
demand is

4



cRAME n - (continued)

inelastic

the percentage change in quantity sold
is les_ than the percentage change in
price.

FRAME 10

If a price increase of 10 percent leads
to no change in the number of items demanded,
demand is

inelastic

demand changed zero percent, which
is less than the 10% change in price.

FRA14E. 11

Suppose we express elasticity as a ratio:

% change in Quantity (Q)
% ch_,rige in Pricc (P)

Then recall the definition: Demand is elastic when the percentage
change in price causes a greater per-
centage change in the quantity demanded.

Or, to say that a different way: If the percentage change in Q is
bigger than the percentage change
in P, demand is elastic.

Suppose a store's records show that for a certain item:

% change in Q 10%
2

% change in P 5%

Is demand elastic?

Yes

No



FRAME II - (continued)

Yus

FRAME 12

We can figure elasticity simply by dividing:

FRAME 13

% change in Q
change in P

True or false?

Demand is elastic only when the
value is greater than I.

True

False

True

If we divide:

% change in Q
% change in P

and get an answer less than I,
demand is elastic/inelastic

(pick one)

inelastic



FRAME 14

FRAME 15

Suppose we divide:

% change in Q
change in P

and obtain an answer of exactly I.

This tells you that demand is unit
elastic. That is:

(check one)

(a) The percentage change in price equals
the corresponding percentage change in
quantity. (But the change in quantity
is'opposite to the change in price.)

(b) The percentage change in price is greater
than the percentage change in quantity.

(c) The percentage change in quantity is
greater than the percentage change in
price.

(a)

An elasticity of I says that a percentage change
in price will lead to a corresponding percentage
change in quantity (but in the opposite direction).
For example, a 10 percent increase in price would
bring about a 10 percent drop in the number of
items demanded.

Complete these statements about elasticity
of demand:

(a) Demand
% of change in I

,a:nd is if
% of change in P 4

P of change in ,Q / 1

(b) Demand is if
% 7, of change in

% of change in Q
(c) Demand is if 1

% of change in P



FRAME (5 (continued)

FRAME 16

FRAME 17

(a) elastic

(b) inelastic

(c) unit elastic

1

For each of these examples, indicate whether demand is
elastic, inelastic, or unit elastic:

A. The price of TV trays increased 4%, and the
quantity demanded dropped 6%.

B. The price of garden tools dropped 3%, and
the quantity demanded increased 5%.

C. The price of hand cream increased 2%, and
the quantity demanded decreased 2%.

D. The price of men's handkerchiefs dropped
8%, and the quantity demanded increased 5%.

E. The price of eggs increased and the
quantity demanded stayed the same.

6%
A. Elastic

4%
1.5 (greater than I)

B. Elastic 5%
1.66 (greater than 1)

3,0

C. Unit Elastic 2%
1

2%

D. Inelastic 5%
.62 (less than one)

8%

E. Inelastic 0%

increase < 1

1. If elasticity of demand measures .25, demand is

2. If elasticity of demand measures I, demand is

3. If elasticity of demand measures 3.5, demand is



FRAME. 17 (L:.nt:nuud)

I. Inelastic 2. Unit elastic 3. Elastic

FRAME 18

To summarize, price elasticity of demand defines how sensitive
quantity demanded is to a small price change.

If demand is elastic

Q ,

and quantity demanded is responsive to a price change.

If demand is inelastic

%A Q 1,

/\ P

and quantity demanded is not very responsive to a
price change.

When demand is elastic, quantity demanded is so
responsive to a price change that if price goes up,
what will happen to total revenue (the money taken in
by sellers, which equals the price times quantity sold)?

It will drop/rise.

(pick one)

1 drop 1

FRAME 19

Let's look at an example.

Suppose that if butter sells at 70 cents a pound, people buy (demand)
12,000 pounds a week. In this case, total sales or revenue (price times
quantity sold) is $8,400 a week.

Now assume that the price of butter increases by 10% to 77 cents
a pound and that people buy only 10,000 pounds a week--a 17% drop
in quantity sold.



FRA'E i9 - (continued)

(a) Is demand elastic?

Yes

No

(b) What happens to total revenue when price increases?

(Show your calculations.)

Increases

Decreases

(a) Demand is elastic.

The percentage change in quantity sold is

2,000
X 100 = 17% (approx.)

12,000

The percentage change in price is

7Tr X 100 = 10%

Elasticity is 17/10 > I

(b) At the new price, total revenue is 77 cents X
10,000 pounds = $7,700 per week. Total revenue
decreases from $8,400 to $7,700 a week.

When demand is elastic, a small increase in price
reduces quantity demanded so much that sales
revenue declines despite the increase in price.



FRAME 20

When demand is elastic and price decreases, quantity demanded
increases so much that total sales revenue increases/decreases.

(pick one)

increases

FRAME 21

For example, suppose that when mink coats sell for $2,000, women
buy 1,000 coats a week; when the price is lowered by 10% to $1,800,
women buy 2,000 coats. Prove that demand is elastic by showing what
happens to total sales revenue.

FRAME 22

(a) When price is $2,000, total sales revenue is

(b) When price is $1,800, total sales revenue is

(c) Total revenue increases/decreases when price drops.
(pick one) *

(d) Therefore, demand is elastic/inelastic.
(pick one)

(a) $2,000 X 1,000 = $2,000,000

(b) $1,800 X 2,000 = $3,600,000

(c) Total revenue increases

(d) Demand is elastic

In the case of elastic demand, the percentage change in Q (quantity
demanded) is greater than the percentage char.ge in P :price). As a

result, a price increase causes total sales revenue to drop. When

price drops, total sales revenue increases.

If demand is inelastic (not very price responsive) then:

(a) a price drop will mean a drop/rise in total sales revenue
(pick one)

(b) a price rise will mean an increase/decrease in sales revenue
(pick one)

4



FRAME 22 - (continued)

(a) drop; (b) increase (Exactly the opposite from what
happens if aemand is elastic.)

L

FRAME 23

At its usual price, demand for milk is inelastic.

If the price of milk is increased slightly, say by 2 cents per
half gallon, we can tell, without calculation, that total revenue will

FRAME 24

(a) increase

(b) decrease

(a) increase

When demand is inelastic, an increase in price leads
to.an increase in total revenue. Quantity sold does
not drop enough to offset the increase in price.

If you were a merchant trying to increase total revenue, you could
do it by raising the price of goods for which demand is

FRAME 25

(a) elastic

(b) inelastic

(b) inelastic

Judging from the above analysis, if demand were unit elastic at
a particular price and price increased, what would happen to sales
revenue?

increase / decrease / stay the same
(pick one)



FRAME 25 (continued)

stay the same

FRAME 26

Now complete these statements about elasticity of demand:

FRAME 27

(a) When demand is elastic, a change in price will
cause sales revenue to change in the same/opposite

(pick one)

(b) If a price increase causes total sales revenue to in-
increase demand is elastic/inelastic.

(pick one)

(c) If price increases and total sales revenue decreases,
demand is elastic/inelastic.

(pick one)

(a) opposite
(b) inelastic
(c) elastic

Why is demand more elaE.tic for some goods than fog- others?

Goods have elastic demand if. . .

(a) Many substitutes are available, or

(b) If they are luxuries, or

(c) If they are high-priced.

Which of the following, then, would you expect to
have high elasticity?

(a) Mink coat

(b) Milk



FRAME 27 - (continued)

(a) Mink coat

FRAME 28

Milk has a loo price elasticity of demand -- changes in price have
little effect on the quantity bought.

The availability of substitutes is an important factor here.

You can't get anything much cheaper than milk (at its usual price) to
give you the same food value.

FRAME 29

Yet; suppose a good "milk substitute" called "Dairi"
is put on he market. It sells for less than milk.
lhen what about milk?

(a) The price elasticity of demand for milk could
be higher -lower than before "Dairi" came on the market.

(pick one)

(b) Why?

(a) higher

(b) a substitute is now available at a lower price.

substitutes Aro available at a comparable or lower price,
demand for an item .ill tend to be elastic/inelastic.

(pick one)

elastic



FRAME 30

Which of these products (at lowest sale prices)
would be mast inelastic?

(a) Butter

(b) T-bone steak

(c) Bread

(c) Bread

You can use margarine instead of butter, ground
chuck instead of T-bone steak, but there's not
much you could get to take +he place of bread
at its lowest sale price.

FRAME 31

An item tends to have elastic demand if it has few/many substitutes.

FRAME 32

many

The demand for luxury items also tends to be elastic. Luxuries are
the comforts and beauties of life: things that are not really necessary.

Which of these items would tend to have elastic demand?

(a) Gold cufflinks

(b) A silver candlestick holder

(c) A diamond necklace

Give a reason for your answer:



FRAME 32 -(continued)

IThey would all have elastic demand. They are all luxuries.

FRAME 33

True or False?

FRAME 34

Demand for items that are really necesssary tends to
be inelastic; demand for items that are luxuries tends
to be elastic.

(a) True

(b) False

(a) True

The price of a good or service also plays some part in
determining whether demand will be elastic or inelastic.

So far, we have talked about price elasticity as if demand for

some products is elastic and for others inelastic. This is true for
all practical purposes.

Suppose, however, that watermelon in April is 161'

a pound and in September is 2a a pound. What general

statement can you make about the year-round price
elasticity of demand for watermelon?

It varies according to the price.,

(If you said it varies according o the
"season"--remember that it is the price
Which tells d shopper whether a produce
item'is "in season" or "out-of-season."



FRAME 35

Generally, at high prices demand is
at low prices demand is

elastic; inelastic.

FRAME 36

Even for some generally considered a necessity, there will
probably be a price at which each buyer will decide that the item is
a luxury.

If milk should require too much of a scarce resource
(money), another food may have to be used as a substi-
tute. So, if milk went up to, say, $5.00 per quart,
what would probably happen to demand for it?

It would become more elastic rless elastic.
(pick one)

more elastic

(The higher the price of an item, the more
elastic the demand is likely to be.)

FRAME 37

To see for yourself that for a straight line demand curve, elasticity
changes constantly, study this graph. You won't be tested on this informa-
tion, but you should find it interesting proof of the statements we made
concerning the effect of price on elasticity:

14/0)-
clo L-(P _ 1 to

Ih,ot. *."--- i 16

2.00
3.001111&

olo aQ II isce
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4 ,
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Thus, there is so-- betwr-,7, c-d .!.." 00 v'-

%
i (T.: , ---7.1ph shows you why elasticity and%4 p

slope are not the same thing.)
ij rl (Go on to next frame.)



FRAME 33

Again, for most goods, demand is elastic at prices;

it is inelastic at prices.

high; low

(Therefore, products which usually sell at a very low
price--pencils, rubber bands, paper clips, bubble gum- -
have an inelastic demand. Price can double and still
buyers don't leave the market. (The same holds true
for watermelon in September.)

FRAME 39

Let's review:

FRAME 40

A good (or service) tends to have elastic demand if. .

(a) Many are available, or

(b) It is a , or

(c) If it is

(a) substitutes
(b) luxury
(c) high-priced

Now try this question:

A bottle of insulin could be the only life-saver
for a diabetic--at any price a drug firm wanted
to ask. What factors make price demand for
insulin inelastic?



FRAME 40 - (continued)

No substitutes available; a necessity.
(In this case, price isn't a factor
because the need is critical.)

FRAME 41

Describe a product with high demand elasticity in terms of the
three characteristics of price elasticity of demand.

FRAME 42

The product would have the following features:

(a)

(b)

(c)

The product would:

(a) have many substitutes

(b) be a luxury

(c) be high-priced

Keeping the three characteristics in mind, indicate for the following
whether demand is likely to be elastic or inelastic at normal prices. Why?

(a) Caramel topping for ice cream.

(b) Diamond ring

(c) Gasoline

(e) Butter



FRAME 42 - (continued)

A. Llastic

Caramel topping has many substitutes; it is
not a necessity, even though it is low in price.

B. Elastic

A diamond ring is easily substitutable (to the point
where you can simply do without it--unless your name
is Zsa Zsa); it is a luxury; it is costly (you con

find other uses for the money, one oi our limited
resources.

C. Inelastic

If the price rose steeply, we might begin cutting
back on gasoline consumption, but for many people
in our society, gasoline--or the power of transpor-
tation that it provides--is a necessity.

D. Elastic

Although butter usually isn't regarded as a luxury
these days, and isn't generally considred costly
(the way a diamond is), it has, a ready substitute
if the price moves upwards.



SUMMARY

I. Price elasticity of demand measures response of quantity demanded to
change in price. It is the ratio of the percentage change in quantity
demanded to the corresponding percentage change in price--at some parti-
cular place on the demand curve.

2. Economists refer to demand as inelastic, unit elastic, or elastic,
depending on whether the percentage change in quantity demanded divided
by the percentage change in price yields an answer hat is less than,
equal to, or greater than one.

3. Generally, a quick way to compare two demand curves for the degree of
elasticity is to note the slopes of the curves. The steeper the slope,
the less the elasticity.

4. Although elasticity is related to slope, they are not the same thing
and are not measured in the same way. (See 5-c below.)

5. Price elasticity of demand is affected by one or more of three closely
related factors:

(a) The availability of substitute goods or services.

(b) The extent to which the good or service is necessary.

(c) The price of the good or service. At high prices,
quantity demanred is usually elastic. At low prices,
quantity demanded is usually inelastic. Price elasticity
of demand is different at different points on a demand
curve--that is a straight line:

P

<-----elastic

\

Q



FRAME 43

Shortly the reason for learning about elasticity will become clearer
to you. Elasticity is related to monopoly market power, and you are about
to study pure monopoly markets--markets with only one seller (and into which
other seliers cannot enter).

Because the monopolist is the only seller, the monopolist can set price.
To maximize profits, he msut have a shrewd notion of how the amount he can
sell of the good or service he produces is geared to changes in price. And
that--as you have seen--is price elasticity.

If demand is elastic at the current price, it may be
risky to raise the price. Why?

(Your own words)

Quantity sold will fall off too much and total
revenue will drop. (On the other hand, it's
good business practice to raise price if demand is
in-elastic at the current price.)

FRAME 44

When all competition in selling the same good or service is, fcr
some reason, effectively barred, one seller--supplying the whole market-
has the power to raise or lower prices. The opposite of such a purely
monopolistic market is a purely market.

1

1

competitive ;

I

t

FRAME 45

The monopolists can fix the price of a product by refusing to sell
at any other price. The market supply and demand curves for the product
are his supply and demand curves.

If the monopolist fixes the price, what will determine
the quantity demanded?



FRAME 45 (continued)

The buyers' willingness to buy at the price
Ifixed by the seller.

FRAME 46

Here is an example. Pretend that a small Montana town has the only
movie theater within 50 miles. The monopolist fixes the price at $2.00
and will admit anyone who will pay the price. The theater sells 1,000

tickets per week. The market (and monopolist's) demand and supply curves
look like this:

$3.00

2.00.

1.00

S
Market Demand U Supply

Movie tickets

# tickets/week.)oo -00 c,00 *oo woo lam.

The monopolist takes advantage of the demand conditions
existing in the market so as to maximize his

profits.

FRAME 47

The monopolist has market power, power to set price. The degree of
market power--his leeway to change price--depends on how sensitive market
buyers are to a change in price. How much less will they buy at a higher
price? To prepare you to talk about market power, we have given yot, a
new concept for describing the demand price - quantity relationship. It

is the concept of price of

price elasticity of demand.



I

FRAME 48

Assume that each of the following have local monopolies in a small
town. Choose the situation(s) in which the monopolist has the mJst market
power. Explain your choice(s).

(a) Milk supplier

(b) Garbage collector

(c) Movie house

(d) Local Ford dealer

(a) and (b) have the most monopoly power because
demand is probably less elastic for the good or
service. Both are necessities with few substitutes.

FRAME 49

Under what circumstances can a monopolist raise
his price and expect an increase in sales revenue?

When demand is elastic / inelastic.

, (pick one)

inelastic

FRAME 50

So if the demand for a good or service is inelastic, a monopolist
can raise his prices and expect an increase in sales revenue.

Therefore a shrewd monopolist would/would never continue
selling at a price that is inelastic.



FRAME 50 - (continued)

would never!

CONCLUSION

The closer substitutes there are for the monopolist's product or
service, the more elastic will be his demand curve, and the less market
power he will have. He will have_competition from sellers of substitute
products, and generally speaking, the more competition a monopolist faces,
the more elastic his demand curve. A pure competitor has an infinitely
elastic demand curve. Price is determined by the market, and the firm can
sell only at that price.

This means that the firm can sell
all it wants at $2.00.

$2.0

On the other hand, the market demand
will look like this. . .

P

D

or this. .

P



Unit 11

Lesson No. 3
CRITERION TEST

Focht; following goods and services, state (ire column 2) whether you
think demand tends to be elastic or inelastic; give your reasons in
column 3.

Column 1 Column 2 Column 3

I. Potatoes - 5 lb. ba
39a

2. Gas at a station in
Mojave desert (next
nearest station 100
miles).

4

3. Gas at the corner
station in your
neighborhood

4. Jet flight, S.F. to
Europe, Spring, 1967

5. Filet mignon steak
in fancy restaurant.

6. Candy bars in school
vending machine.

7. A new headache
remedy @ $1.98 for
6 tablets.

t



CRITERION TEST
(continued)

II

Study these examples and write down whether demand is elastic or
inelastic and whether total reveneu will increase or decrease if price
goes up or down.

I. The price of earrings dropped 2% and the quantity increased 3%.

(a) Demand is

(b) If price goes up, total revenue will

2. The price of pepper grinders goes up 4% and the quantity sold stays
the same.

(a) Demand is

(Os If price goes down, total revenue will

3. The price of light bulbs goes up 5% and quantity sold goes down 1%.

(a) Demand is

(b) If price goes down, total revenue will

4. The price of boys' sox drops 3% and the quantity sold increases 2%.

(a) Demand is

(b) If price goes up, total revenue will

5. The price of thermos bottles drops 6% and the quantity sold increases 8%.

(a) Demand is

(b) If price goes up, total revenue will

511



UNIT II

Lesson No. 3

Column

ANSWERS TO CRITERION TEST

Column 2 Column 3

I. inelastic few if any substitutes at
the prices, necessity.

2. inelastic no substitute at any price;
necessity.

3. elastic plenty of substitutes; not
necessary to buy it at this
station.

4. elastic Many substitutes; luxury;
expensive

5. elastic cheaper substitutes can fill
the need.

6. inelastic A cheap item that satisfies
the need and is available
on the school grounds.

7. elastic other preparations will
substitute at a cheawIr
price.



II

ANSWERS TO CRITERION TEST
(continued)

I. (a) elastic (b) decrease

2. (a) inelastic (b) decrease

3. (a) inelastic (b) decrease

4. (a) inelastic (b) increase

5. (a) elastic (b) decrease



LESSON 6

UNIT II
Exercise 7

PRICE ELASTICITY OF DEMAND:
SUMMARY QUESTIONS AND
PRACTICAL APPLIACTIONS

1. When does a good or a service have an elastic or inelastic
demand? Give examples.

2. For the following goods and services, state (in column 2)
whether or not you think demand is elastic, and give your reasons in
column 3.

COLUMN 1
Product

COLUMN 2
Elasticity
of demand

COLUMN 3
Reason

1. Bread at 27e a loaf

2. Mustangs (1968) in
California

-....-

3. Rubber bands at the
usual price

4. Cigarettes at usual
price

5. Cigarettes at $3.00
per pack

1



P

P

P

P

P

3. In column 2, describe the price elasticity of the demand or
supply curves shown in column 1. In column 3, give a possib2e
example of a product for which the market demand or supply cu:be
might have that shape; explain why.

COLUMN 1
Demand & Supply

Curves

COLUMN 2
Description &
Curve

COLUMN 3
Example

A.

DEMAND

SUPPLY
B.

C.

SUPPLY

DEMAND

Q

D.

E.



P

$ .50

.45

.40

.35

.30

.25

.20

4. a. The law of Supply and Demand allows us to predict whether
price and quantity increase or decrease when market ccnditions change.
For instance, if supply increases, demand remains the same, price will

, and quantity will

b.

PRICE Supply 1

Supply 2

QUANTITY

Look at the diagram above and try to figure what determines how much
price and quantity will change when supply changes.

List the things which might determine how big a change in price and
quantity will be brought about by a change in supply or demand.

5. These diagrams show the demand and supply curves for two competing
toothpaste manufacturers before manufacturer A launches a new and very
successful advertising campaign with the tentalizing claim the "Ultra
Brite give your mouth sex appeal!"

COMPANY A
(ULTRA BRITE)

P

$ .50

.45

. 40

.35

.30

. 25

. 20

1000 2000 3000 4000 5000

COMPANY B

(COMPETITORS)

D,

1 Ot---Dit---17746t71755-hr----L----



A. Why do the two firms have horizontal supply curves? What does
that say about price and how does this conform to what you know about the
way toothpaste prices are set?

B. If the Ultra-Brite advertising campaign is successful, what
effect will it have?
It will Increase/decrease/not affect Company A's demand.

(circle one)

It will Increase/decrease/not affect elasticity of demand for Company A.

It will Increase/decrease/not affect Company Be's demand.

C. Draw the new demand curves for each firm in the diagrams above.

D. If the campaign is a success, what change should occur in
Company A's

price: It will increase/decrease/can't tell.

quantity sold: will Increase/decrease/can't tell

6. Assume that you are the sole producer of a rare metal because you own the
only mine in existence. Assume also that for a wide price range market demand

is inelastic. Because you are a monopolist you can set your own
price. Would you sell the metal at a price where demand is elastic or inelastic?
Explain your reasoning.

7. Assume someone invents a new metal alloy which is a little cheaper to
produce and a good substitute for your metal.

a. What effect would this new development have on market demand for your
metal?

b. You probably will be forced to lower your price. What will happen to
your sales revenue? Will it probably go up or down? Explain.



LESSON 6
UNIT II

EXERCISE 3 PERFECT MONOPOLY

ror this exercise, pretend tnat you are the only seller of Frosted Freeze
ice cream cones in a small town. Market demand is given by Table I and
Figure I. Your cost of production at different levels of output is shown
in Table II and Figure II.

PRICE

.05 -

0

TOTAL COST

$ 250_

200_

150_

100

500 1000 1500 2000 2500 3000
# cones demanded

Figure': Market Demand for Frosted Freezes

50_

0
500 1000 1500 2000 2500 3000

Figure IL: Total Cost of Production

Table I

Market Demand For
Frosted Freezes

Price per
Cone

#Cones
Demanded
oer day

5ct 2600
7 2400
9 2200
II 2000

13 1800

15 1600

17 1400

19 1200

21

23 800

Table II
Total Cost of
Production

Ouantity
Produced
(# cones)

Total

Cost
per day

2800 340
2600 275
2400 225
2200 190

2000 168

1800 149

1600 134

1400 120

1200 106

1000 93
800 80

600 70

0 60



I. You're in busines to make as much profit as possible. Given the informa-
tion on the previous page, how do you decide what do do? That's the
object of the first part of this exercise.

a. The first thing to do is to figure out what your supply curve is.
After you think you know, draw it in Figure I.

b. What will be the market price and quantity sold?

(1) price

(2) quantity sold per day

(3) What are your total profits per day?

(4) Can you make greater total profits at any other price and
quantity. If so, you've figured wrong and you should be
operating at that price and quantity. Change your answer
until you are operating at a price and quantity which give
you the greatest possible total profit.

c. What's the difference between you're behavior and that of the
ear piercer in the Lesson 4 exercise?

2. In the case presented above, you are in a very good position to exploit
your monopoly because of the nature of the demand for Frosted Freezes.

Here is another demand schedule for Frosted Freezes. If this were your
demand achedule, complete the columns in the table tyo calculate your
best output and price, assuming you are operating under these demand
conditions and the cost conditions shown in Table II.

TABLE 111
Pricei cone Quantity

demanded
per day

Total Sales ?3T al Cost Total Profit
(Sales - Cost)

7 2600 $275

9 2200 190

II 1800 149

13 1400 120

15 1000 93

17 600 70



a. You will sell cones per day at a price of
per cone, and you will make a total profit equal to
per day.

b. Describe the difference between the two demand schedules. Why does
the first demand schedule allow you to make higher profits and chzrge
a higher price?

c. What does this suggest about what determines the ability of a
monopolist to make high profits?

3. What would happen if someone decides to start selling Frosted Freezes
in competition with you? Use the demand shown in Table I as the market
demand before your competitor started into production, and answer the
following auestions.

a. Can two businesses produce in this market and still both make
profits? How do you know?

b. Assume that your competitor's costs are the same as yours. How
would he try to get business away from you?

c. How would you respond to this competition?

d. How would the competition affect your demand curve (schedule)?

e. Do you think you could drive your new competitor out of business?
How?



LESSON 6
UNIT I I

EXERCISE 1
CorAPARIsoN Or A',I.FECT CIVPr-11.::ON

AND PERFECT MONOPOL(

I. Use the Table below to summarize the differences hetween rerfect
tion and perfect monopoly. Complete the table for the car.,e of pure
monopoly.

MARKET CONDITIONS
(Supply and Demand Conditions)

MARKET CONDUCT OF
COMPETITORS

(Price Determination,
competition between firms,

MARKET !oNc_Lm.
FF-p:or.44w;

PERFECT COMPETITION

. Very large number of firms

No large-sized firms--no
firms have any control over
demand conditions. The
firm's demand curve is a
horizontal line.

. Each firm produces a pro-
duct which is identical to
that produced by his com-
petitors

. There are no barriers to
entry of new firms. When-
ever profits are abnormally
high, new firms enter indus-
try.

:RFECT MONOPOLY

I. Firms cannot set price;
they can only adjust pro
duction to try to get the
highest profit.

2. Whenever profits are ab-
normally high, new firms
enter production.

3. Firms copy each other's
inventions.

4 Firms cannot keep other
firms from starting in
business

I. Tne price elT,A,Ils

cost of producl'ier
and a norrn,,...1 profit.

2. Profits are
high enov)h tc-)

rii(p lo
induce
enter the r17',y.,4'ry,

f-irms prnduce
put usi;i0 ".hp rtry-t

eff7cienf neon:: c)

produtiom.

3.

4



2. whof is perfect about these two markets? What does perfect mean here?



UNIT II
7

Program 12

MARKET STRUCTURE

In people, perfect behavior is always suspect.
We sa,i, "That boy Is too good to be true," and we
can say the same thing about the "perfect" market
we have been considering--perfect competitition
and perfect monopoly. They are models, idealize
tions which show relationships and which permit us
to explain or predict but which are not the real
world.

294
In the real world, we cannot classify markets quite so neatly. In fart,

it is just about impossible to find examples of perfect competition or perfect
monopoly. Practically all markets lie somewhere between the two extremes--thcy
are cases of imperfect competition.

When you are through with this lesson you will be able to identify the major
types of imperfectly competitive markets in which various industries are
categorized. Given information on the competitive conditions in a real market,
you will be able to categorize it into the most appropriate market type. You
will also be able to recognize the characteristics of each type of market.



FRAME I

Although perfect markets are virtually non-existent, they are not
useless. But because they are not sufficient to describe reality, we
need to be able to identify some more realistic types of markets.

Before we do that, let's make sure that you have the model of
perfect markets firmly under control.

Of the following, which most closely resembles (1) a
perfect competitive market and (ii) a perfect monopoly
market?

(a) San Francisco's crab fishing fleet with its
many individually-owned boats.

(b) The lone grocery store in an 1849 Gold Rush town.

(a) The crab fishing fleet most closely resembles
the perfect competitive market--many boats
catching and selling essentially the same
product.

(b) The grocery store provided a sole source of
supply. If you wanted to buy your groceries
in town, there was just one place to buy them.
Thus, its situation was close to perfect
monopoly.

FRAME 2

Each of the perfect markets can be analyzed in terms of at least
three characteristics:

(I) Concentration

(2) Barriers to Entry

(3) Product Differentiation

FRAMC 2 continued on next page.



FRAME 2 - (continued)

Concentration refers simply to the number and size of sellers in
a market. If there are many sellers in the market with none so big
that it provides a substantial percent of supply in the market, con-
centration is low. If there are only a few sellers or if only a few
have the lion'sshare of the market, concentration is high. If all

selling is concentrated in a single seller, concentration Is completed

A market with high concentration more closely resembles:

(a) perfect competition

(b) perfect monopoly

(b) perfect monopoly

FRAME 3

In perfect competition, concentration is

(a) high

(b) low

(b) low

Selling is spread among many firms, to the !point
where we might say that there is no concentration
at all.

FRAME e,

Now fill in the type of market
that should appear opposite each item
in the column headed concentration.

TYPE OF
MARKET

CONCENTPATION

(a) NONE

(b) COMPLETE



FRAME 4 - (continued)

(a) PERFECT COMPETITION '(b) PERFECT MONOPOLY

FRAME 5

On page 62, Table I, you are going to begin building a chart that
will eventually describe the characteristics of five kinds of markets.
You will be making up this chart as you work through the program, ulti-
maiely filling in all the numbered and lettered spaces.

Start by turning to page 62 now. Describe the concentration for
the two markets you've studied so far by filling in the two squares
market (I). (Use the terms "complete" and "none" in the appropriate
spaces. Check yourself by reviewing the chart in Frame 4 above.)

FRAME 6

The second characteristic which describes the types of market is

Barriers to Entry

This characteristic describes how hard it is to get into the
business of selling a particular commodity.

Which word describes how difficult it would be to
set up a business in a perfect monopoly market?

(a) Hard

(b) Easy

(a) Hard

In a perfect monopoly market, one company has
everything "sewn up." It would be far from easy
to break in--at least it would be hard to do so
for the economic reason of making a profit.

=1,



TABLE I

MAJOR CHARACTERISTICS OF
THE FIVE GENERAL MARKET TYPES

ITYPE OF MARKET CONCENTRATION

(a) Perfect
Competition

(I) (2) (3)

(b) (4) (4) (4)

(c) (5)

(d) (6)

(e) Perfect
Monopoly

(I) (2) (3)



What about the perfectly competitive market?

To set up a business in a perfectly competitive
market would be:

(a) Hard

(b) Easy

(b) Easy

The perfectly competitive market is one with
many sel'ers of the same product. One more
seller is not going to make any difference to
the market. Equally, the new seller is not
going to do much better than anybody else.

FRAME 8

Go back to page again, and in Table I, which you are constructing,
add a new heading. At the top of the third column print:

BARRIERS
TO ENTRY

In the spaces marked (2) insert the words "complete" and "none"
opposite the types of market they describe. Check your answers in the
box below, and then go to the next frame.

FRAME 9

Under "Barriers to Entry" opposite "Perfect Competition"
you should have written NONE; opposite "Perfect Monopoly"
you should have written COMPLETE.

. Product Differentiation.

When we say that the product sold by sellers is "differentiated,"
we simply mean that the good or service is not standardized. Each firm's
output is, in some way, different. We'll look at that definition more
closely in a moment, but it will serve for the time being.

In a market which comes close to being a perfect
competitive market (for example, the crab market),
how much product differentiation would you expect?

(a) A lot

(b) None

-;?



FRAME 9 (conilinued)

(b) None

By definition, a perfect competitive market is
one in which many sellers produce exactly the
same product. There is no difference in the
products of different firms in a perfect compe-
titive market, or, to say it formally, there is no
product differentiation.

FRAME 10

In a perfect monopoly, on the other hand, the
seller offers a product that is

(a) the same as .his many competitors' product.

(b) iifferent, because there is no one else
producing what he produces.

(b) different

FRAME II

By definition, a .seller in a monopoly market is the sole source
of his product or service.

Product differentiation for the monopolist is:

(a) zero

(b) complete

(b) complete.

The product offered in a perfect monopoly market
is different enough from the products of competitors
to be considered a separate and distinct market. No
other producer is providing .a product which is a
close substitute for the monopoly product.



FRAME 1,7

At the top of the fourth column in Table I (page .62,), print:

PRODUCT
DIFFERENTIATION

In the spaces marked (3) insert the words "complete" and "none"
opposite the types of market they describe. Check your answers in
the box below, and then go the the next frame.

Perfect Competition: NONE

Perfect Monopoly: COMPLETE

FRAME 13

Now let's review your answers in Table I.

If you have completed the table correctly to this point, you
should have the characteristics of perfect competition as:

concentration, none; barriers to entry, none;
product differentiation, none.

The characteristics of perfect monopoly should be shown as:

concentration, complete; barriers to entry, complete;
product differentiation, complete.

If your entries in Table I were incorrect or incomplete, please
put them in order before going on. By completing the chart correctly
you will learn the characteristics of the basic types of markets.

FRAME 14

As you will see later, there are other cMaracteristics which help
to describe different types of market. But the three covered to this
point are the most important.

Note how the extreme cases described by the perfect
markets reflect the extreme of all three characteristics.
As a resulti

(a) In perfect competition there is
product differentiation.

(b) In perfect monopoly there is
product differentiation.



FRAME 14

(a) no

(b) complete

This concludes the discussion of the characteristics of the perfect
markets. Next, we will look at markets as they exist in the real world.

If you wish to take a break, this is a good place to do so.

MARKETS IN REAL LIFE
FRAME 15

It's time to transfer attention to the somewhat less than "perfect"
markets of reality. We are going to group real-life markets into three
types, all of them lying somewhere between the extremes represented by
perfect competition and perfect monopoly.

In many cities, there are quite a few shores which sell nothing
but phonograph records. It seems that someone is always opening a
new record shop.

Circle whichever of the following best describes the
characteristics of the market in which these record
shops operate:

Concentration:

(a) none, (b) low, (c) high, (d) complete.

Barriers to Entry:

(a) none, (b) low, (c) high, (d) complete.

Concentration: (b) low.

Barriers to Entry: (b) low.



FRAME 16

Concentration is low in this market because many other stores sell
phonograph records.

Barriers to Entry are low, too. Some barriers do exist--it takes
money to start a business, for instance--but it would not be hard to
come into this market with a new store.

Since you know the extent of concentration and barriers
to entry for the record business, it shouid be easy for
you to identify the type of market this business most
closely resembles. Check one.

(a) Perfect competition

(b) Perfect monopoly

(a) perfect competition

FRAME 17

But now look at the third characteristic, Product Differentiation.

To arrive at a rating under this heading we might ask, "What is
different about buying records in one store rather than in another?"
Or, "What distinguishes one record store from other stores that sell
similar products?"

Try to write down at least two things that might lead
you to buy records at a particular store in preference
to other- stores.
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FRAME 17 (continued)

Some of the major things that might distinguish
the offerings of one store from another are:

Brand Names: Different stores may specialize in
different brand names. Not too important in thG
record business, perhaps, but the manufacturers of
some products spend millions of dollars in the
hope that you will pick up their brand next time
you buy.

Selection: One store may offer a much wider choice
than another does. The special record store will
have a much greater selection than will the local
supermarket.

Locaticn: A particular store may get your business
simply because it is or your way home.

Service: Perhaps one record store has rooms in
which you can listen before you buy; maybe it has
a cute girl/handsome boy to wait on you, or maybe
the owner knows a lut about music; or perhaps it
offers a better guarantee or quicker service than
its competitors.

FRAME 18

Anything which makes the good or service seem different from that
sold by a competitor creates product differentiation.

In other product lines, doze-- of other minor differences exist- -
flavor, color, shape, catchy names. advertising, packaging, amount of
suds, image- -and each can be exploited to make the buyer feel that the
product is superior tc others. Altering any of these changes the product.

By emphasizing differences like these, each seller trios to mal-e you
feel that his product or his store offers the sole source of satisfaction
for some particular want.

An a situation in which there is only one source
of supply is called

1 Monopoly



FRAME 19

Each form of product differentiation is a tiny step toward making
the product unique. It is, in other words, a step toward building a
characteristic of monopoly. Note that it does NOT in fact create a
monopoly. It simply moves the type of market a little away from
the perfect competition model and a little toward perfect monopoly.

Not surprisingly, a market that has most of the characteristics
of competition plus some overtones of monopoly is given a name that
is a combination of both:

FRAME 20

FRAME 21

monopolistic competition

Monopolistic competition describes a market that has
(a lot/a little) of the qualities of competition and
(a lot/a little) of the qualities of monopoly.

Monopolistic competition has A LOT of the qualities
of competition and A LITTLE of the qualities of
monopoly.

Which of these industries is most likely to be classed
as monopolistic competition?

(a) Makers of glass-bottom boats in Florida

(b) Television repairmen

(c) Lemon growers

What are the characteristics of an industry such
as TV repair?

Concentration: (circle one) low/high
Barriers to Entry: (circle one) low/high
Product Differentiation: (circle one) some/none



TRAVE 21 (continued)

FRAME 22

Characteristics of the TV repair industry:

Concentration: Low. There may not be a TV repair
shop on every street, but a community of any size
is likely to have several of them.

Barriers to Entry: Low. Plainly, anyone going into
this business would need some know-how about TV sets.
He would also need a small amount of equipment and
some tools. But there is little else to stop his
setting up a business.

Product Differentiation: same. The TV repairer
might advertizc, or do a good job so that his repulf
tation gets around, or offer faster or cheaper seealce.
But basically, the service offered is fixing TV sets.
This repairman may try to arrange things so that in
your mind he has a monopoly--you would not think of
going elsewhere if your TV needed fixing- -but to a
stranger in town, one repairman would be much the
same as the next.

Turn to page 62, Table I, and write "Monopolist Competition" in the
space marked (b).

In the spaces marked (4), write in the characteristics of a mono-
polistic competition-type market. (Use the descriptions "Low" or "high"
under Concentration and Barriers to Entry; write "None or "Some" under
Product Differentiation,?

Be sure to do this before goinn on to the next frame.

Here's the way that line in your chart should look:

BARRIERS PRODUCT
TYPE OF MARKET CONCENTRATION TO ENTRY DIFFERENTIATION

......
(b)

Monopolistic
Competition

(4)

Low

(4)

Low

(4)

Some

If your entries were incorrect or incomplete,.please fix them before
going ahead

AMP



FRAME 25

Using what you know about each industry, classify'each of the
following kinds of producers as one of the types of markets we have
discussed.

Show the characteristics of each:

Drug stores in a
large city

Wheat farming

Telephone service

Gas station in the
desert

Concen- Barriers -Product Market
tration to Entry Diff. Type

Concen- Barriers. Product Market.
Drug stores in tration to Entry .Diff. Type
a large city low low, some Mon. Comp.

Wheat farming 'none. .none none Perf. Comp.

Telephone service complete complete complete Perf. Mon.

Gas station in complete complete complete Perf. Mon.
the desert

Entry into the drug store business. is rated 'YloW'r because it does
require a certain amount of money, n. licensed pharmacist, and so
on. There are essentially r.,o barriers to entry in producing wheat
because there are millions of farmers. who can switch from growing
one crop to another without additional cost.

Considered from a regional point of view, the telephone service is
virtually a perfect monopoly. The desert gas station comes clo.e
to being a perfect monopoly since it offers its goods and servi;es
in almation where no other gas station would probably want to
compete, because there isn't enough business to warrant two gas,
stations.
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OLIGOPOLY

FRAME 24

As you may have guessed, the characteristics of monopolistic compe-
tition can be found in a great variety of combinations. This is a very
flexible category and it includes the majority of the nation's twelve
million different businesses.

However, there are two other types of market, rather similar to
each other. They are much smaller in the total number of businesses
included, but because they represent a large percentage of sales, they
are very important in the nation's economy. To describe them, we use
a new word: Oligopoly.

Our earlier word, monopoly, comes from two Greek words, monos
meaning "alone" and polein meaning "to sell." Oligopoly is also
from the Greek. Olin° means "a few." (Its ending also means "to
sell.")

FRAME 25

If "monopoly" means that one seller (alone) has
control of selling, then "oligopoly" means that

sellers have control of the selling.

a few

In an oligopoly market, a few large sellers dominate the market.
For example, a 1954 survey showed that there were only 28 companies
producing salt In the U.S. and that the four largest companies
accounted for 86 percent of the business.

FRAME 26

This is an example of a (n)

Oligopoly. (Say it to yourself.)

In general, mass-production industries are oligopolies--that is,
a few companies dominate the market.

Circle the characteristics of an oligopoly:

Concentration: (a) none, (b) low, (c) high, (d) :omplete.

Barriers to Entry: (a) none, (b) low, (c) high, (d) complete.



Concentration: (c) high. By definition, an oligopoly is
a market in which Loniroi is concentrated in the hands of
a few sellers.

Barriers to Entry: (c) high. This may be less obvious.
But if it were easy to enter this market (and, of course,
stay in it), there would not be just a few sellers. In

most cases, it takes a lot of money and/or know-how to enter
an oligopoly market.

FRAME 27

We can distinguish between two kinds of oligopoly markets. We will call
them simply Oligopoly #1 and Oligopoly #2.

In Table I, in space (c), write Oligopoly #I, and in space (d), write
Oligopoly #2. Under Concentration and Barriers to Entry, write "high" in
each case.

The remaining characteristic, the heading under which these two types of
oligopoly differ, is

(Write in the missing word(s).)

1

Product Differentiation

FRAME 28

In one type of oligopoly, the product is standard; all firms sell the same
product. For example, in what is called the primary aluminum industry, there
are just four companies. All produce aluminum ingots.

This is the type of market which we will classify as Oligopoly #1.

In Table I, under the words Oligopoly #1 in space (c) insert:
"standard product."

In Table I, space (c) should now contain the words:

OLIGOPOLY #1
(standard product)

For Oligopoly #I, choose the word which should be inserted
in Table I under the heading, Product Differentiation. (Then
write it in space (5) in Table I.)

(a) none

(b) some

Product Differentiation: none
The product is standard. (If you haven't done
so, write this word in space (5) in Table I.)



FRAME 29

Now let's look at the automobile industry. One might say that this
industry is basically in the business of producing gasoline-powered trans-
portation.

Do you think that automobile makers produce a standard
product as in the case of the primary aluminum industry?

(a) Yes

(b) No

(b) 1Z7-1

FRAME 30

Automobile makers do not produce a standard product. In fact, each
tries hard to convince the public not only that his product is better than
any other, but that even within his product line there are many shapes;
sizes, colors, horsepowers, and ail kinds of.optional features. Or, to say
that another way, the products are differentiated.

The automobile industry is an.eXampde of an oligopoly (a market in
which a few companies dominate the market), but it is NOT an example of
what we have called Oligopoly #1beCause the product is not standard.

Instead, the automobile industry is an example of what we will call
Oligopoly #2.

In Table I, under Oligopoly #2, in space (d),
insert fn the appropriate place the words
"differentiated product."

Do this now, before going on.

In Table 1, space (d) should now contain the words:

OLIGOPOLY #2

(differentiated product."

For Oligopoly #2, which word should be inserted in
space (6) under the heading, Product Differentiation?

(a) none

(b) some
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FRAME 30 - (continUed)

(b) some. Please insert this word in space (6).

FRAME 31

It may help you to remember the difference between what we have
called Oligopoly #1 and Oligopoly #2 if you think of it like this:

In Oligopoly number one, the products are all like

one, that is, they are standard.

In Oligopoly number two, there is more than one product
that is, the products are

differentiated. 1

FRAME 32

(what's the word?)

\we

Let's review the markets we have discussed so far. To begin:

(a) The only market type that has no concentration
is

(b) The only market type that has complete concen-
tration is

(a) perfect competition

(b) perfect monopoly



FRAME 33

Below, write in the names of the three market types that are
between the two extremes of perfect competition and perfect monopoly.

TYPE OF MARKET CONCENTRATION
BARRIERS
TO ENTRY

PRODUCT
DIFFERENTIATION

(a) Perfect
competition none

'..-11'ow

none none

(b) low some

(c) high high none

(d) high high some

(e) Perfect

monopoly complete complete complete

(b) Monopolistic competition Study the above copy

(c) Oligopoly #1
of Table I carefully.

(d) Oligopoly #2 When you think you're
ready to produce the
right-hand side as
well, go on to the
next frame.

FRAME 34

Insert the missing words in the following table:

Market Type Concentration
Barriers Product
To Entry Differentiati-)n

high

none

none



FRAME 34 - (continued)

Market Type Concentration
Barriers
To Entry

Prcduct

Differentiation

Oligopoly it high high none

Perfect Competition none none none

FRAME 35

We hope that you have noted:

(I) Each type of market can be described in terms of its
characteristics.

(2) The three types of market we have just added bridge the
gap between the "perfect" markets.

Remember that there are many refinements possible for each type of
market. The types we have named are simply convenient categories by
which we group markets for purposes of discussion.

Of the three new market types, the one that most
closely resembles a perfect monopoly is

(a) (write your answer)

Of the three new market types, the one that most closely
resembles perfect competition is

(b) (write your answer)

(a) Oligopoly #2 (Differentiated Product)

(b) Monopolistic Competition
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FRAME 36

You may recall that as an example of an almost perfect monopoly we
cited the lone grocery store in an 1849 Gold Rush town.

True or false? The grocery stare in a Gold Rush
town was a monopoly only so far as its local market
was concerned?

(a) True

((b) False

(a) True.

FRAME 37

The grocery store in the Gold Rush town was a monopoly only so far as
its local market was concerned. There were many other grocery stores in
the nation. But none were readily available to people living in that
particular town.

co.

FRAME 38

True or false? A business may have a monopoly
because of the geographic location or extent of
its market. (a) True (b) False

(a) True again. It is possible to have, in
effect, a local monopoly.

Now the economist is unlikely to focus his attention on stores in
gold rush towns. He studies whole industries, collecting data on the
structure, conduct, and performance of the industry. He will try to
answer questions about competition within that industry and how this
competition affects the public interest.

Working on this scale, list any important industries
that apparently have local monopolies.



FRAME 38 - (continued)

There are many such "local monopolies," and many
are protected by law.

For example, local authorities often license a
monopoly in bus or train transportation, usually
because competition would result in higher prices
and worse service for the consumer, along with
lower wages for the workers in,the industry.
(In fact, even without competition, local trans-
portation often has to be subsidized.)

Utility companies are often granted local mono-
polies for much the same reasons. (Imagine how
the poles would sprout if there were six power
companies competing to supply electricity to
every home!) !n return for the monopoly, govern-
ment keeps strong control on rates.

FRAME 39

In addition to the foregoing, there is another kind of local monopoly,
or, more accurately, a tendency towards monopoly, that is based on the
geographic location of resources.

The cement industry it 'an example of this kind of concentration.
Cement can be made in most parts of the country, and the weight of the
finished product makes it uneconomic to transport it any great distance.

Suppose we look at the cement industry from the local standpoint.
Usually, there iS one big plant' serving the needs of an area. We have
the characteristics of monopoly.

Imagine that the local cementmaking company
puts up its prices to the point where it becomes
possible to ship in cement from another area and still
make a profit. List the characteristics of the
market that are affected by this changed situation.



FRAME 39 (continued)

FRAME 40

FRAME 41

If the price of locally -made cement rises to the
point where it is feasible to ship in cement from
another area, the characteristics of the, market
are changed as follows:

Concentration is affected. Where concentration was
formerly complete, there are now two sellers in

the market.

barriers to Entry ar( not the same. An outsider
has been able to (.1i0 in under the new price.
Perhaps others curl :,I so do it.

If we consider the cement industry as organized into a
group of regional markets, what characteristics would
each of tnese regional markets tend to have:

(a) Concentration: none/ low/ high/ complete

(b) Barriers to Entry: none/ low/ high/ complete

(c) Product Differentiation: none/ some

If we consider the cement industry nationwide as
including many regional markets, the characteristics
of each regional market are:

(a) Concentration: high

(b) Barriers to Entry: high

(c) Product Differentiation: none

These foregoing characteristics describe which
market type?

(a) Monopolistic competition

(b) Oligopoly,# I

(c) Oligopoly H 2



FRAME 4I - (cuolioued)

(b) Oligopoly #1]

REVIEW

FRAME 42

Look at Table -6'2 (p. 96). What type of market
structure does the cigarette industry represent?

Oligopoly #2

The cigarette industry is a highly concentrated
market, dominated by the 'Big Three" of the
business. The cost of entering such a business
is high and its marketing problems are extensive.
Product differentiation is present; differences
between one brand of filter-tipped or mentholated
cigarette and another are probably small, but
through advertising, packaging and use of brand
names manufacturers have built brand loyalty in

minth consumers. (Notice how much cigarette
advertising is aimed at "switching" such loyalties.)
Prodocf differentiation depends more on what
consumers think about the product, rather than on
actual physical differences in the good or services.
If consumers think there is a difference and buy
brand X for that reason, there is product differen-
tiation.

FRAME 43

Please look at Tab'e # 3 (page 97).

In your opinion, what might we say about
Product Differentiation in respect to the
bituminous coal industry?

There is some/none.
(pick one)

1 some 1

5.1



FRAME 44

FRAME 45

FRAME 46

Now, what co you think about Concentration
for that industry?

If is relatively high/lyw.
(pick one)

Relatively lo,!, with up to 9,000 mine-- 3ut
68 percent of 1956 production came from less
than 2 percent of mines. The top ten mines
have been goining me re of the business

And, how about larriers to Entry? Just use your
jud7eril here and 50Li if '.e aree.

Money is a barrier to entry. A deep mine costs
millions of dollars. That makes it hard for
most individuals to hrear in, but a company with
a need for coal or coal products nigh; rerard
this as a relatively small sum. Compared to
some businesses, the cost is not high.

This one is lricky, so bu careful. Uncur what
market type would ycu classify the bituminous
coal industry?

flopmolistic Competition. As business investments
go, investment in coal mining is "small potatoes."
Economists classify the industry as Monopolistic
compeiition, though there's room for argument.
(There are elements of Oligopoly present which
make the decision difficult.)

4)



FRAME 47

You have ju,:,1 learmec fiv

ho Jiscussed in thi.:, ,:our

They are:

(a)

(h)

(d)

l'yl;es of ffork:ts dS w

(a) porfect
(h) mononoli,Jic (opotilion
(c) of

(d) (Higopnly, 1,,,

(e) perte,-J mono:,-)oly

FRAME 48

1

Market structure means thi con.r,etitive characteristic of the market
and so tar we have dicussed iree market structure characteristics.

They are:

(a)

(h)

( c )

(a) concentration
(h) harriers -to er.try

(c) product differentiation

In the net sect Ion we will dicw.,s the reasons for classifying real
markets into these fife model market types.

If you want to Tilt or take a break, this is
conve-iiont placc, to do it.



Program II 12

Section 2

MARKET POWER

FRAME 1

Why are we so concerned about classifying real markets according to
different types of market structure?

A major reason is that by analyzing these characteristics of demand
and supply the economist can explain and predict how firms compete with
each other in a particular market.

In competing with each other, firms make business decisions about
three kinds of things:

I. Price and quantity to sell of product (usually referred to as
price competition, since price and quantity are closely
related.)

2. Quality or product competition.

3. Ways to reduce competition.

The last category includes decisions about whether to buy or be
bought out by a competitor, gain control of vital resources, or seek
some sort of government intervention such as patent protection, sub-
sidies, or tax breaks.

These are the decisions we examine when we study market conduct--
The way firms in a market compete with each other.

Generally speaking, the more closely the market resembles perfect
monopoly, the greater the seller's market power.

In a perfect monopoly, the three market characteristics (Concentration,
Barriers to Entry, and Product Differentiation) are present in full
strength. The seller is, by definitions, the sole source of a unique
product which no one else may make. Provided he knows the demand curve
for his product, he can adjust his production. quality, and price to
maximize his profits without worrying how someone else is going to
react. He has great market power.

In perfect corpetition, on the other hand, the characteristics are
each zero. By definition, the seller is operating in a market containing
many sellers, free entry, and a standard product. The supply and demand
conditions of the market set his prices and the producer adjusts to this
price by producing that revel of output which gives him the best profit.

U-2.-..



He has little control over quality because his survival depends upon
keeping up wi-ft the improvements that everyone else in his market makes.

In perfect competition, the seller has veal/zero
market power. (pick one)

In perfect competition, the seller has ZERO
market power.

FRAME 2

The seller operating in a market that resembles perfect competition
can gain market power only by changing the characteristics of the market.
This means that he must innovatehe must improve his methods so that he
can operate more cheaply, or he must offer a product that is in some way
superior to that of his competitors (this may be a real superiority or it
may be simply a product differentiation based on something less concrete.
such as brand name loyalty). But basically, he must try to obtain a larger
share of the market.

In other words, to gain market power the seller must move in the
direction of monopoly.

Select the word which makes the following statement an
accurate summary of what has,,just been said;

The more closely the market resembles a perfect
monopoly, the (greater/smaller) the seller's
market power.

The more closely the market resembles a
perfect monopoly, the GREATER the seller's
market power.

FRAVE 3

Table 1, which you have drawn up on page 62 shows Oligopoly #2
next to Perfect Monopoly.

Which would you expect to have more market power?

(a) Oligopoly #1

(b) Oligopoly #2



FRAME 3 (continued)

(h) Oligopoly #2

FRAME 4

Oligopoly #2 more closely resembles a perfect monopoly than does #I.
And the more closely a market resembles perfect monopoly, the more market
power it has.

In which characteristic does Oligopoly #1 differ
from Oligopoly #2?

Product Differentiation.

Oligopoly #1 does not have product differentiation,
while Oligopoly #2 does have product differentiation.

,60.

FRAME 5

Which of the following are examples of ways in which products might
be differentiated?

(a) Smell (c) Brand name

(b) Color (d) Design

All are ways in which products might be differentiated
(that is, ways in which a product might differ from a
similar product.)

For example, a brand of soap might be essentially the
same as anoher brand except for a slight difference in
perfume; one manufacturer might put out a two-tore
toothbrush to compete with others ther have only one
color; advertisers may drum their brand name into your
ears in hopes that you will see only that name when
you next reach for a box of cer:Jal or a candy bar;
the container for a hair spray might be designed as
a dressing-table ornament.

-1.

-.)30---



FEAME 6

Some of the forms of product differentiation we have suggested may
strike you as being essentially trivial. Others may seem to be good,
solid advantages.

The point is that the seller in this kind of market wants to
create and to take advantage of product differentiation. As-,d the

firm wants this differentiation to be in the mind of the buyer.
There does not have to be a great differentiation--just enough to
tip the scale when people are making the decision to buy.

Each difference gives the firm E. little more market power--something
to sing about in its jingles, something which the seller can use to
commend the product to you.

Place a checkmark against whichever of these
statements is true of Oligopoly #1.

(a) The producer has restricted market power.
The firm's independence in market decisions
is limited sine it is hard tc make the
product different from competitors' products.

(b) The producer has a lot of market power because
the firm can create consumer loyalty through
its own policies relating to the quality of
its own product.

(a) is correct.

In Oligopoly #1 there is no product differentiation.
In the next lesson you will see more cl .rly why a
seUer in an Oligopoly ill market has less market
power than one in an Oligopoly #2 market.

It's cn interesting point that the product differ-
entiation which gets such emphasis in Oligopoly #2
markets is often not much more than a state of mind.
For excnple, consumers can ck::Velcp a great loyalty
to a brand name, to the point where they will not
experiment with other brands and will not buy if
their favortie brand is not available.

/1.40-



FRAME 7

The market power of a producer depends largely upon the market
structure characteristics already listed (Concentration, Barriers to
Entry, and Product Differentiation). The more complete these character-
istics are, the more market power the producer has. And the more market
power he has, the more control he has over the three kinds of competi-
tive conduct mentioned at the beginning of this section:

I. Price competition;
2. Product competition;
3. Ways of reducing competion.

Of these three types of competitve decision, which,
if any, can be controlled by the supplier in a
perfect monopoly?

All three are controlled by the supplier in a
perfect monopoly market. Market power is
control over conduct. The firm can set price,
set quality standards of the product and can
bar entry by other firms.

FRAME 8

The supplier has greatest control over the decisions made in
conducting business when the concentration, barriers to entry, and
product differentiation In his market are

complete.

(These are the characteristics of a perfect
monopoly market.)



FRAME 9

The market structure characteristics (Concentration, etc.)
determine the kind of competition existing in a given market.

For instance, what market structure characteristic
makes possible product competition?

Product Differentiation

FRAME 10

To help you see the relationship between the characteristics of
market structure (Concentration, etc.) and the supplier's control
over decisions about competition, consider a wheat farmer.

(a) As far as product differentiation is concerned
there is some/none.

(pick one)

(b) Although he operates under conditions of perfect
competition, with respect to this characteristic
his market is like Oligopoly #1/#2.

(pick one)

(c) Therefore he would/would not find it to his

advantage to advertise or to use a brand name.

(a) none
(b) Oligopoly #1
(c) would not



FRAME 11

Is there much opportunity to engage in product competition in:

(a) Perfectly competitive market? Yes/No

(b) Oligopoly #1 market?

(pick one)

Yes / No

(pick one)

(a) No; (b) No.

There is no product differentiation in a perfectly
competitive market, nor is there any in an oligopoly
#1 market. In other words, how much good would it
do e brick manufacturer to worry about packaging?

FRA".1E 12

What kind of competition does the presence of product differentiation
make possible--and necessary?

--]product competition

TWO MCRE MARKET STRUCTURE CHARACTERISTICS

FRAME 13

Other market structure characteristics are used in economic
analysis of market ccpetitive conduct. Hire, wn will consider two:

(!) Growth rate of market demand

(2) Demand elasticity

FRAME 13 continued on next page)



FRAME 13 - (continued)

Business management must also take knowledge of these two character-
ist'cs into consideration in making decisions. It is natural, then, that
this knowledge helps us to predict the decisions that are made in a
given market. Both characteristics affect all market types in the
same way.

Growth rate of market demand describes the rate at which demand
for a product changes over time.

Suppose, for example, that ovea period, for a new
electronic industry, demand grows faster than it
does in other industries and faster than supply of
the output. Now might this affect the pricing
decisions of a producer in the industry where demand
is growing faster?

(a) The firm will lower the price.

(b) The firm will fight to hold the price steady.

(c) The firm will raise the price.

(c) If demand growth is relatively high and
outstrips production, buyers will compete
for the available supply. The tendency is
higher prices.

FRWE 14

On the other hand, and perhaps more important in a growing
industry, firms may be growing at the expense of other industries
by getting business away from other industries by underculing the
substitute product.

Manufacturer:, of synthetic fabrics are trying to get
people to buy rayon or banlon. Assuming the firms
have control over price, what pricing policy would
they follow to increase demand for their product?



FRAME 14 (continued)

lower prices em-)ugh to make rayon a cheap
substitute for cotton

FRAME 15

Business managers continually walk the tightrope of supply and
demand conditions. To do so successfully, they must use knowledge
of the characteristics of the market to help them make decisions.

The second additional characteristic we have mentioned helps
business ma,lagement in firms in imperfectly competitive markets decide the
safe limits of any price change. You should find it a familiar charac-
teristic. Demand elasticity, as you saw earlier, describes how respon-
sive buyers are to changes in price.

In a perfect competition market, if one of the competi-
tors tried to raise his price, he would find that demand
is what? (If you need a review, return to program fill

on Elasticity of Market Demand.)

(a) completely elastic

(b) very inelastic

(a) completely elastic.

Demand is elastic it there is easy substitution
for a product (remember?). In perfect competi-
tion, many sellers offer identical products.
If one seller boosts his prices but nouody else
in his market does, people will buy from someone
else and he will not be able to sell anything.

5br.)



FRAME 16

Diagram I below shows market demand and supply for a product sold
in a perfectly competitive market. In Diagram 2, draw the demand curve
for one seller in this market.

P

$4.00

3.00L

2.00'

1.00-

I 2 3 4

Diagram 1
(mil/day)

Markey Demand
and Supply

P

S4.0

3.0

2.00

1.00

I I 4 1

100 200 300 400

Diagram 2

Demand for One Seller in a
Perfectly Competitive Market

P

$4.00 -

3.00 _

2.00 _

1.00 -

. I

'Q/day
100 200 300 400

Demand curve for one seller in a
perfectly competitive market. The
firm can only sell at $2.50. If it

increases the price even IC, quantity
bought would drop to zero.

---;) 4-



FRAME 17

Now would you describe this seller's demand curve?

(a) completely elastic

(b) elastic

(c) inelastic

(d) completely inelastic

(a) Completely elastic

FRAME 18

To gain more market power, firms try to reduce/increase
(pick one)

the elasticity of demand for their product.

i

I

reduce I

FRAME 1.9

Wh'oh way will this sell eri demand chance if the firm gaif's more
market power?

P

It changes from:
(a) 0 tc D

2

(b) to .D1
1



FRAME 19 - (continued)

(b) from D to D1 because Demand becomes
less etastic!

FRAME 20

To sumrarize the strategy of competitive conduct in an imperfectly
competitive market:

The object of much product competition and
attempts to reduce competition, boils down
to a firm's desire 'to alter the demand for the
firm's output, to create a demand curve that
is less elastic /:here elastic.

(pick one)

This shift in demand will, hopefully,
increase/decrease quantity sold and

(pick one)

also g:ve the firm some ability to
set price.

[_less elastic

increase

FRAME 21

Finally remember that for the industry as a whole--that is,
all the firms--market control is limited by the demand elasticity
for the product, and by the differences in elasticity for different
customers.

a. If el imperfectly competitive industry produces
a product which competes with many products from
other markets, will firms in this industry be
able to change price much?

Yes

No

Reason

5613 (FRAME 21 continued on next page)



FRAME 21-(continued)

b. If within one industry, one group of customers
needs the product more than another group and
if producers could charge different prices to
the two groups for which group might suppliers
raise the price?

the group which needs the product

the group which does not need the product

a. no. A small price change brings about
a very large % change in quantity sold.

b. the group which needs the product

4
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QUIZ ON MARKET STRUCTURE After you have completed the Program, check

your understanding of the material by completing the following:

I. Name the five types of market discussed in the lesson.

2. Name the three major characteristics by which market types are
classified.

3. A market has many sellers. It can be entered by anyone with a small
amount of capital. The products offered are similar but differ in
color, size, and quality. What type of market is this?

4. The products in a given market are mass-produced by a relatively small
number of companies using expensive machinerey and a large labor force.
The product of each company is identical to all others. What type of
market is this?

5. In what kind of market do the following operate?

(a) hamburger stand.

(b) automobile manufacturer.

(c) Truck farmers (farmers who grow vegetables for the fresh
produce market.)

6. Of the three "industries" named above, is one closer to being an
example of perfect monopoly than the others? If so, which is it.

7. Is one closer to being an example of perfect competition tnan the
others? If so, which is it?

8. Look at Table 4 (steel industry) What are the characteristics of
this industry? What type of market does it represent?



(QUIZ - continued)

9. Which would have the greater market power:

(a) an example of perfect competition,

ib) a department store, or

(c) an example of perfect monopoly?

10. Which of the following probably has the highest elasticity of demand.
(REVIEW QUESTION)

11 (a) a sack of potatoes.

(b) a fur coat.

(c) a house.

(d) a ballpoint pen.

II.. Check which, if any, of tho following statements are true.

(a) If a product has an inelastic vice, quantity
sold is not very responsive to changes in price.

(b) High elasticity means that even when the price
changes, the demand for the product does not
change drastically.

(c) Any luxury item has elastic demand.

(d) Very low-priced items tend to have an inelastic
demand.

12. Check which, if any, of the following statements are true.

(a) When the growth rate of demand increases,
concentration tends to decrease.

(b) In monopolistic competition, an increase in the
growth rate of demand tends to increase the
barriers to entry.

(c) An increase in the growth rate of demand tends
to bring about a decrease in price.

/0.



ANSWERS TO QUIZ

ON MARKET STRUCTURE

I. Perfect competition, Monopolistic competition, Oligopoly type I,
Oligopoly type 2, perfect monopoly.

2. Concentration, Barriers to entry, Production differentiation.

3. Monopolistic competition.

4. Oligopoly type I.

5. (a) Monopolistic competition.

(b) Oligopoly #2

(c) Perfect competition.

6. Automobile manufacturers.

7. Truck farmers.

8. Very large producers, High barriers to entry, Standard production for
primarily metal products, Oligopoly #1.

9. (c)

10. (b)

II. (a), (d).

12. (a)



Unit II
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Lesson 8 Industry Case Studies

Structure, Conduct and Performance
of Three Industries

The purpose of this group of problems is to allow you to study the
differences in market competition in three important U.S. Industries:
Aluminum manufacture, Automobile manufacture and sales; and Telephone
manufacture and services. Even though there is a high degree of market
concentration in each industry, the industries are very different from each other.
By studying each industry and comparing them, you will be able to summarize
the similarities and differences. In this way you should be able to reach some
tentative conclusions about the actual performance of oligopoly and
monopoly markets.

The clue of studying and comparing different industries is to remember
that competitive conduct of firms in a market and the long-run performance
of the industry in allocating resources depends on the market structure-
the degree of market concentration, the kinds of barriers of'entry, the
possibilities for product differentiation, the growth rate of dcmand and

,

orim44.20'the degree of price elasticity of demand. 46.4....p

Included here are summary tables to permit you to identify the important
facts about market structure for each industry. Read'the essay on the
industry structure in the readings and summarize the main points in the
table provided for that industry. Each of the three industries is composed
of several related markets, one for each stage of production. Because
market conditions are often different at different stages of production,
you are asked to summarize the characteristics for each stage.

In the remaining part of the case study you can use this summary of
industry structure to try to predict how firms compete with each other
amd the long-run effect of this competition on resource allocation. A
good way to make these predictions about market conduct is to put yourself
in the place of top managment of one of the firms. Then, try to answer
the questions below by figuring out what you would do if you were trying
to make the best decisions for your corporation.

MARKET COMPETITION

A. Price Competition

1. How are prices determined in the industry, by the interaction
of supply and demand as in the predict, competition model?
If not, who sets the prices and how do they decide what price
to set?

2. Do all firms charge the same price, for the same product? If

so, why? If not, why not?

3. Do prices of the products change very often in response of
changes in demand or supply conditions?

4. Generally speaking, compared to predict competition, is there
much price compc*ition between firms?

5. Do firms practice price discrimination ( charging different
prices for the product to different buyers)? Who do they
discriminate against?



B. Product Competition

1. What forms of product competition do the firms use?

2. How effective are they?

3. Why do they use product competition?

4. What effect does product competition have on market structure
^haracteristics?

Ave"

C. Tactics to Control or Eliminate Competition

1.. Do firms try to eliminate competition? If so, how?

HARM PERFORMANCE (the text readings include summary charts and diagrams
on industry performance.which should help you answer the following
questions)

A. Do firms in the industry tend to provide output at the lowest
possible price? What data would you have to look at to find this
out?

B. Are resources reallocated in accordance with changes in consumer
demand and in technological breakthroughs? What data you use to
find this out?

C. Is the industry progressive? What data would you use to find this
out?

D. Summarize the most important conclusions shout industry performance.
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Unit 1I Lesson 9 Analizim Statistical Tables
sycse 11

The table below presents data on income distribution. Study the table
carefully and then answer the questions which follow the table.

Table 1

The Functional Distribution of National Income
(Estimated as Averages for ten-year periods)

1900-1957

(all figures reported as percentages of national income)

Time
Petiod

National Employee Proprietor's Total
Income Compensation Income* Propert

Income

Kinds of Property Income

Corporate Interest Rent
Profits Pa unts Income

1900-1909 100% 55% 24% 21% 7% 6% 9%
1905-1914 100 55 23 22 7 6 9

1910-1919 100 53 24 23 10 5 8

1915-1924 100 57 21 22 9 5 8

1920-1929 100 61 18 22 8 6 8

1925-1934 100 63 16 21 6 8 7

1929-1938 100 67 16 18 4 9 5

1934-1943 100 65 17 18 9 6 3

1939-1948 100 65 17 18 h 12 3 3

1944-1953 100 66 16

1949-1957 100 67 14

18

19

13

13

2

3

3

3

k Income received ay the owners of unincorporated businesses.

1. What was the percentage change in the share of National Income earned
as Corporate Profits between the following periods? (show your cal-
culations)

a. from 1900-1909 to 1929-1938?

b. from 1900-1909 to 1949-1957?

c. from 1900-1938

d. from 1900-1957

e. Which change seems to represent the trend ( the general chano
through time) and how can you tell?

- 5'G



f. What explains these changes in the share of National Income going
to Corporate Profits between the beginning and end of these two periods?

2. Which main category (employee comensation, proprietor's income, and
property income) had the greatest percentage increase firm 1910 to 1939?

Which had the greatest percentage decrease in that same time period?

What explanations can you think of for these changes?

3. Describe the main characteristics of the distribution of income which
are shown by this table.



Unit TT
Exec.ciLiel2

Lesson 9 Personal Distribution{
of Income

Income distribution can also be described in terms of the personal
Distribution of Income, that is , how income is divided up among the persons
in the economy. To describe how income is distributed among the people,
all families and individuals living alone are divided into groups according
to the amount of their annual income.

Tables 1 and 2 divide all families into five groups, each group containing
one-fifth of the total number of families. The groups are ranked according
to levels of income earned, from the lowest fifth to the highest fifth of
family incomes.

Tables 2 and 4 divide all families into five income classes depending
on the family incomc for 1964:

1. Up to $3,000
2. $3,000 to $5,000
3. $5,000 to $7,000
4. $7,000 to $10,000
5. $10,000 to over

In the following four tables certain characteristics of the families
and the heads of the families in each of these income classes is set forth.
Study these tables carefully and then write two short essays about what
kind of families would most likely be in 1) the class making up to $3,000,
and 2) the class making X10,000 and over.

Table 1
Sources of Family Incomes by PercentaRes, 1964

Income Employee Proprietor's Property
Class ncome Income Income
lowest 1/5 37 6 5

second u 66 10 6
eord is as
fourth u 66

highest 75

8 3

8 4
14 9

Transfer
Income

52
18

5

2

2

Total

100
100
100

100
100



Table 2
Distribution of Income by Major Source

Between Family Income Classes

Total Family
Income
Quintiles

Employee
income

Proprietor's
Income

Income
Property

Transfer
Payments

Lowest 1/5 2% 3% 37. 21%
second " 10 9 9 27

third 11 16 13 8 13

fourth " 26 17 12 9

fifth 11 46 58 20

Total .. 1001 109%

Table 3
Distribution of Family Income by Different Characteristics

of the Head of the Family, 1964-1965
%of Families in income class

Characteristics
of Family Head up to $3,000

$3,000
to

$5,000
Age of Head
14-24 21

25-34 12

35-44 9

45-54 10

55-64 17

65 and 42

ears o
School
Completed
Less than 8

years
1-3 High sc.
4 years HS
1-3 years
college
4 of or.

Sex of Hea

5,000 $7,000 $10,000 Total

to to and
$7,000 10.00 over

23 28

15 23
13 19

11 16

16 18
24 13

42
26

17

9

8

21 7 100

32 18 100

28 31 100

25 36 100

21 28 100

11 10 100

4iirmaslaumommmisimeiMMINIS

22 16 12 8 100

22 20 20 12 100

20 22 22 19 100

16 23 29 23 10J

11 19 30 32 100

;mila
13 24 54 _100

Male 34 19
Fema e 72 18

o or
White 14 15

Non-White 36 25

21 16 10 100
Anneminm7mmommandimum. 1

19 25 27

15 14 10

100
_100



Distribution
Which

Table 4
income by Region in
Lives, 1964

of Family
Family

Percent of Families in Income Class
UP to $3,000 $5,000 $7,000 $10,000

$3,000 to to to and
$5,000

U.1.29° 110,000 over Tocai
Northeast 12 15 21 25 27 100

North Central 16 16 20 25 23 100

West 14 15 18 25 23 100

South 26 21 19 18 16 100

Class up to S3,000



Class $10,000 and over
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Toccnn Q

Distribution
Families or Individuals
Living Alone

The following table shows the percentage of income received by each
fifth of the consumer units in the U.S. for 1964.

Table 8
Distribution of Personal Income Received by Eacn

Fifth of Consumer Units

Income Group in Percent of
the Population Income Received
Lowest 20% of income earners 5%
Second " 12

Third " 18

Fourth " 24
Fifth " 41

100

1. Using the grid below, duaw a curve which shows the data in Table 8.

Percent of Personal
Income Earned

100%

80

40

20

o 0

20 40 60 80

Distribution of Personal Income Among
the Families in the U.S in 1964

1007.



2. What does this graph tell you about the inequality of income
distribution in the United States?

3. Draw a line on the graph which describes complete income equality.

4. Draw and label another line in the graph which describes greater
inequality of income distribution than that which already exists
in the United States.

f5;3


